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I, Charles A. Baker, do hereby declare the following: 

1 . I attended California Polytechnic State University at San Luis Obispo, and earned a B.S, 
in Economics in 1975. After mat, I attended Claremont Graduate University, where I 
earned an M.B A. in 1 978. 

2. From 1984-199 1 , 1 worked with Leland O'Brien Rubinstein (LOR), an investment 
management firm. In 1988, at LOR, we created the "Super Trust," which was an early 
predecessor of the exchange-traded fond (ETF). 

3 . I began working for Alpha Strategies, LLC in 1 999, doing product development and 
marketing of new ETF products. Alpha Strategies began a relationship with the 
American Stock Exchange at that time with the objective of developing a technology that 
would enable the creation of exchange-traded funds that are actively managed. ' 

4. ha 2003, 1 was hired by the American Stock Exchange ("AMEX") to work on the 
development of Actively Managed Exchange Traded Funds C'AMETFs"). My current 
position with the AMEX is Managing Director for New Product Development, and my 
primary responsibilities include the development and marketing of AMETFs. 

5. I am familiar with the specification, claims, and drawings of the '258 application. 

6. I have read the currently pending claims in the "258 application, which are attached hereto 
as Exhibit A. These claims are clearly understandable and sufficiently definite enough 
for those skilled in the financial industry, to whom the invention is directed, to understand 
their scope and meaning. 

7. The AMEX' s motivation for pursuing technology to allow AMETFs was the well- 
recognized indusixy demand for such a technology. For example, the Securities land 
Exchange Commission ("SEC") issued a concept release in 2001, which recognized that 
"the concept of an 'actively managed ETF* has attracted significant attention" but noted 
that, even as of 2001, "many of the details regarding the potential operations of actively 
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managed ETFs are apparently still in development" See SEC Concept ReleaseNo. IC- 
25258: "Actively Managed Exchange-Traded Funds" (November 2001). 

8. The industry demand was likewise recognized in the Wall Street Journal in May 2000, in 
an article which noted that several mutual fond companies "are interested in launching 
actively managed exchange-traded funds." See Lucchetti, "Firms May Explore Funds 
That Trade on Stock Markets," The Wall Street Journal (May 16, 2000). 

9. Despite industry interest and efforts, however, prior to the invention that is claimed in the 
'258 ^phcation (and other pending applications assigned to the AMEX), no technology 
existed that would allow exchange-trading of actively managed funds. 

10. Several technical hurdles had to be overcome in order to allow AMETFs. One Of the 
greatest of those hurdles was die so-called 'transparency issue." All previous ETFs were 
based on publicly available indices, such as the S&P 500, on which SPDR Em are 
based. Existing ETFs are thus ''transparent," investors are aware, on a day-to-day 
basis, of the holdings of the ETFs. The transparency of ETFs allows investors to: (1) 
deteimine an intraday value for shares of ETFs (based on the value of the securities 
underlying the ETFs) in order to determine a fair trading price, and (2) hedge the 
positions they have taken in ETFs in order to balance investment risk. 

1 1 . Actively managed funds, on the other hand, are generally not transparent, that is, the fund 
holdings are not disclosed to investors or the public at large on a daily basis. Instead, 
disclosures of actively managed fund holdings occur much less frequently, e.g.» quarterly, 
and typically do not reflect the current fund holdings, but rather reflect the fundi holdings 
as they were at some substantially earlier time, e.g., a month earlier. The reason that 
actively managed funds are not transparent is that the managers of such funds want to 
prevent other investors from "free riding" - benefiting from the funds' expert 
management without payment of the funds* management fees and expenses, and from 
"front running" - buying or selling shares of stocks that fund managers are in the process 
of buying or selling in order to benefit from the funds' effect on the market price of those 
shares. 

12. Therefore, in order to introduce AMETFs, a technology was needed that preserved the 
lack of transparency of actively managed funds, but still provided investors with 
sufficient information to (1) determine a fair share price for shares of AMETFs) and (2) to 
hedge their investments in AMETFs in order to balance investment risk. 

B. The need to overcome the "transparency problem" in order to introduce AMETFs was 
well cognized in the industry. For example, in September 2000, the Wall Street 
Journal, Europe recognized that AMETFs would have "huge hurdles" to overcome, and 
in 2001, Sovereignwealth.com recognized that "portfoho transparency issues must be 
resolved" before AMETFs could be introduced. See Hayashi, "Managed & Personal 
Investing: New Generation of ETFs on Horizon," Wall Street Journal Europe (September 
26, 2000); htto://ww.soverei^wealtkcom/ETF%20Fact%20Sheet.htm (2001). 
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14. A recent article in the Wall Street Journal noted the "transparency problem/' and touted 
the AMEX's solution: "The main hurdle to constructing actively managed ETFs has to 
do with overcoming issues of transparency. With index-tracking ETFs, investors know 
exactly what's inside and, therefore, how shares should be valued. But if active managers 
bare their holdings, they risk giving other investors a chance to mirror their strategies 
while BTF investors pay the fees. ... The American Stock Exchange says it has 
developed a way to overcome those issues: don't reveal the underlying holdings of the 
actively managed ETF, hut instead construct a tracking portfolio with the same risk 
characteristics." See Bernard, "Next Wave in ETFs: Actively Managed Portfolios " Wall 
Street Journal (January 1 1, 2005). 

15. The AMEX's solution as described in the Wall Street Journal article by Bernard is what 
is claimed in the '258 application. The AMEX does not reveal the underlying holdings of 
the AMETF; rather, as stated in claim 1, 4 the specific securities in the actively managed 
exchange traded fund are unknown" The AMEX instead develops and constructs a 
tracking portfolio with the same risk characteristics, as stated in claim 1 , "a hedging 
portfolio with substantially the same sensitivities to the factors that affect the value of the 
fund holdings." By virtue of the features claimed, the AMEX has solved the transparency 
problem by allowing investors (1) to deterrnine a fair price for shares of AMETFs without 
disclosing (or even lmowing) the composition of the securities of the underlying fisnd, 
and (2) to hedge their investments in the AMETF in order to balance their investment 
risks. 

16, The financial industry has greeted the AMEX's solution with acclaim, In addition to the 
Bernard Wall Street Journal article, the Financial Research Corp. was likewise impressed 
with the AMEX's invention: "It seems that only a few rocket scientists at the American 
Stock Exchange. . .have the ability to envision the mechanics of putting together an 
actively managed ETF." See Quill et al., "The Future of Exchange Traded Funds," 
Financial Research Corporation publication (May 31, 2000). 

17, It is clear that there was a significant demand for AMETFs at the time of the application 
for the '258 patent, but no one else knew how to solve the transparency problem. It is 
also clear that the AMEX's solution to that problem, as reflected in the claims of the '258 
application, was not obvious as of the March 27, 2000 filing date of the '258 application. 
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I further declare thai all statements made herein of my own knowledge are true and that all 
statements made on information and belief are believed to be true, and further, that these 
statements were made with the knowledge that willful false statements and the like so made are 
punishable by fine or imprisonment, or both, under Section 1001 of Title 18 of the United States 
Code, and mat such willful false statements may jeopardize the validity of me application or any 
patent issuing thereon. 




... *//eAs- 



By: Charles A. Baker 



Date: 



American Stock Exchange 
86 Trinity Place 
New York, NY 10006 



Exhibit A: Claims Pending in U.S. Patent Application Serial No. 09/536,258 as of 
September 24, 2004 



1 . A method of hedging investment risk in an actively managed exchange traded fund, 
comprising: 

receiving or determining factor information about the actively managed exchange traded 
fund holdings, wherein one or more computers programmed with factor analysis software 
determine the factor mfbrmation, which measures sensitivities of the fund holdings to factors that 
affect the value of the fund holdings; and 

using one or more computers with the factor information as an input to select a portfolio 
of financial instruments to produce a hedging portfolio with substantially the same sensitivities to 
the factors that affect ftie value of the fund holdings, 

wherein the specific securities in the actively managed exchange traded fund are unknown to an 
entity who uses the hedging portfolio to hedge against an investment in the actively managed 
exchange traded fund. 

2. The method of claim 1 wherein the hedging portfolio tracks the price of the fund. 

3. The method of claim 1 further comprising: 

using the hedging portfolio to hedge a position taken in the exchange traded fund. 

4. The method of claim 1 further comprising: 

applying factor analysis to the portfolio of the exchange traded fund to detennine the 
sensitivity of the fund to the factors. 

5 . The method of claim 3 wherein the applying step occurs in a trusted computer system. 

6. The method of claim 1 wherein the factors include economic activity, inflation rates or 
other factors that are related to measures of economic activity. 

7. The method of claim 1 further comprising: 
selecting a group of securities, and 

constructing the hedging portfolio based upon weightings and selections of securities 
from the group of securities. 

8 . A computer program product residing on a computer readable medium for hedging 
investment risk in actively managed exchange traded funds comprising instructions for jcausmg a 
computer to: 

receive or determine factor information about the actively managed exchange traded fund 
holdings, wherein the factor information measures sensitivities of the fund to factors that affect 
the price of the fond holdings; and 

select a portfolio of financial instruments to produce a hedging portfolio with 
substantially the same sensitivities to the factors that affect the value of the fund holdings, 
wherein the specific securities in the actively managed exchange traded fund are unknown to an 
entity who uses the hedging portfolio to hedge against an investment in the actively managed 
exchange traded fund. 
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9. The computer program product of claim 8 wherein the hedging portfolio tracksithe price 
of the fund. 

10. The computer program product of claim 8 further comprising instructions to: 
use the hedging portfolio to hedge a position taken in the exchange traded fundi 

1 1 . The computer program product of claim 8 further comprising instructions to: 

apply factor analysis to the exchange traded fund to determine the sensitivity of the fund 
holdings to the factors. 

12. The computer program product of claim 1 1 wherein the factor analysis is applied in a 
trusted computer system. 

1 3 . The computer program product of claim 8 wherein the factors include economic activity, 
inflation rates or other factors that are related to measures of economic activity. 

14. The computer program product of claim 8 further comprising instructions to: 
select a group of securities, and 

construct the hedging portfolio based upon weightings of and selections from the group of 
securities. 

15. A computer system for producing a hedging portfolio for hedging investment risk in 
actively managed exchange traded funds, comprising: 

a trusted computer system; and 

a computer storage medium storing a computer program product for determining the 
basket of instruments for hedging investment risk, comprising instructions for causing the 
computer to: 

receive or detennine factor information about the actively managed exchange traded fund 
holdings, wherein the factor information measures sensitivities of the fund holdings to factors 
that affect the price of the fund; and 

select a portfolio of financial instruments to produce a hedging portfolio with 
substantially the same sensitivities to the factors that affect the value of the fund, 
wherein the specific securities in the actively managed exchange traded fund are unknown to an 
entity who uses the hedging portfolio to hedge against an investment in the actively managed 
exchange traded fund. 

16. The system of claim 1 5 wherein the computer program further comprises instructions to: 
use the hedging portfolio to hedge a position taken in the exchange traded fund. 

17. The system of claim 1 5 further comprising instructions to: 

apply factor analysis to the exchange traded fund to determine the sensitivity of the fund 
holdings to the factors. 

1 8. The system of claim 1 5 wherein the factors include economic activity, inflation rates or 
other factors that are related to measures of economic activity, 

19. The system of claim 1 5 wherein the computer program further comprises instructions to : 
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select a group of securities, and 

construct the hedging portfolio based upon weightings of and selections from the group of 
securities. 

20. A method of calculating an intra-day value proxy for an actively managed exchange 
traded fund, comprising: 

producing a hedging portfolio to track an actively managed exchange traded fund by 
receiving or determining factor information about the fund holdings, wherein one or more 
computers programmed with factor analysis software determine the factor information, which 
measures sensitivities of the fund holdings to factors that affect the price of the fund; 

using one or more computers with the factor information as an input to select ajportfblio 
of financial instruments to produce a hedging portfolio with substantially the same sensitivities to 
the factors that affect the value of the fund; and 

applying current prices to the hedging portfolio to determine the intra-day value; proxy 
value for the exchange traded fund. 
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Actively Managed Exchange-Traded Funds 

SECURITIES AND EXCHANGE COMMISSION 
17 CFR Part 270 

[Release No. IC-25258; File No. S7-20-01] 
RIN 3235-AI35 

Actively Managed Exchange-Traded Funds 

Agency: Securities and Exchange Commission ("Commission"). 

Action: Concept release; request for comments. 

Summary: The Commission is seeking comment on various issues relating 
to actively managed exchange-traded funds ("ETFs"). All existing ETFs are 
based on various equity market indices. An actively managed ETF ; would not 
track an index. This type of ETF currently does not exist, and the 
Commission is interested in public comments on this concept to help inform 
the Commission's consideration of any proposals for actively managed 
ETFs. 

Dates: Comments must be submitted on or before [insert date 60 days 
after date of publication in the Federal Register]. 

Addresses: Persons wishing to submit written comments should send 
three copies of the comment letter to Jonathan G. Katz, Secretary^ 
Commission, 450 Fifth Street, NW, Washington, DC 20549-0609. 
Comments also may be submitted electronically at the following E-mail 
address: ruie-comments@sec.Qov . All comment letters should refer to File 
No. S7-20-01, and comments submitted by E-mail should include bis file 
number in the subject line. Comment letters received will be available for 
public inspection and copying in the Commission's Public Reference Room, 
450 Fifth Street, NW, Washington, DC 20549. Electronically submitted 
comment letters also will be posted on the Commission's Internet web site 
( http://www.sec.gov ). The Commission does not edit personal identifying 
information, such as names or E-mail addresses, from electronic 
submissions. Submit only the information you wish to make publicly 
available. 

For Further Information Contact: Michael W. Mundt, Senior Special 
Counsel, or Nadya B. Roytbiat, Assistant Director, at (202) 942-0564 
(Office of Investment Company Regulation, Division of Investment 
Management, Commission, 450 Fifth Street, NW, Washington, DC 20549- 
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I. Introduction 

A. The Popularity of ETFs j 

The growing interest in exchange-traded funds ("ETFs") is one of (he 
notable developments in the area of investment management ove|r the past 
few years. During the year 2000, the number of ETFs increased from 30 to 
80, and the amount of assets held by ETFs nearly doubled from $34 billion 
to $66 billion. 1 While the total amount of ETF assets at the end of 2000 was 
still relatively small when compared to the approximately $4 trillion of 
assets in equity open -end investment companies ("open-end funds" or 
"mutual funds"), ETF assets were much closer to the $S9 billion of total 
assets invested in unit investment trusts ("UITs") and the $135 billion of 
total assets invested in closed-end investment companies ("closed-end 
funds' 1 ).^ Moreover, during the first three quarters of 2001, net new 
investment in ETFs amounted to approximately $24 billion, as compared to 
approximately $13 billion for equity mutual funds. 3 By the end of 
September 2001, shareholders had invested more than $64 billion in a total 
of 92 ETFs. 4 Trading in ETF shares reportedly has accounted for as much as 
two-thirds of the daily volume on the American Stock Exchange (1AMEX"). 5 

B. What Are ETFs? 

ETFs are investment companies that are registered under the Investment 
Company Act of 1940 ("Act") as open-end funds or UITs. 6 Unlike typical 
open-end funds or UITs, ETFs do not sell or redeem their individual shares 
("ETF shares") at net assqt value ("NAV"). Z Instead, ETFs sell and redeem 
ETF shares at NAV only in large blocks (such as 50,000 ETF shares). In 
addition, national securities exchanges list ETF shares for trading, I which 
allows investors to purchase and sell individual ETF shares amongl 
themselves at market prices throughout the day. ETFs therefore possess 
characteristics of traditional open-end funds and UITs, which issue 
redeemable shares, and of closed-end funds, which generally issue shares 
that trade at negotiated prices on national securities exchanges and are not 
redeemable. 8 A fundamental characteristic of all existing ETFs traded in the 
United States is that they are based on specific domestic and foreign 
market indices. An "index-based ETF" seeks to track the performance of an 
index by holding in its portfolio either the contents of the index or a 
representative sample of the securities in the index. 

C. The Purpose of the Concept Release 

Recently, the concept of an "actively managed ETF" has attracted 
significant attention, even though many of the details regarding the 
potential operations of actively managed ETFs are apparently still jn 
development. 2 Unlike an index-based ETF, an actively managed ETF would 
not seek to track the return of a particular index by replicating or sampling 
index securities. Instead, an actively managed ETF's investment adviser 
could select securities consistent with the ETF's investment objectives and 
policies without reference to the composition of an index. 
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Because of their unique operations, index-based ETFs first must apply to 
the Commission to obtain exemptive relief from certain provisions' of the 
Act. For example, exemptive relief is necessary for index-based ETFs to 
redeem ETF shares only in large aggregations and for ETF shares to trade 
at negotiated prices in the secondary market. An actively managed ETF also 
would be required to obtain exemptive relief from the Act. 

Before we can grant the exemptions necessary to permit the introduction of 
actively managed ETFs, we must conclude that the exemptions are in the 
public interest and consistent with the protection of investors and i the 
purposes of the Act. 12 As part of this process, we are issuing this release to 
seek comment from the public regarding the concept of actively managed 
ETFs. We expect that this concept release will generate comments and 
ideas from a wide range of parties, including individual and institutional 
investors, shareholder organizations, financial planners, investment 
advisers, fund organizations, market makers, arbitrageurs, ETF sponsors, 
and national securities exchanges. Our goal is to gain a better 
understanding of the various perspectives on the concept of actively 
managed ETFs. We then will be able to evaluate better any proposals for 
these types of products as they are presented to us through the exemptive 
process on a case-by-case basis. 



II. Background 

A. The Development of Existing ETFs 

1. ETFs Organized as UITs 

In January 1993, a subsidiary of the AM EX introduced the first ETF - the 
SPDR Trust. The SPDR Trust, which issues ETF shares referred to as SPDRs 
(pronounced "spiders"), is a UIT that tracks the Standard & Poor's 500 
Composite Stock Price Index ("S&P 500 Index") by holding substantially all 
of the securities in the S&P 500 index in substantially the same weightings 
as in the S&P 500 Index. The trustee adjusts the portfolio of the SPDR 
Trust only to reflect changes in the composition of the S&P 500 Index. 11 

In order to offer SPDRs, the SPDR Trust obtained exemptions from various 
provisions of the Act.^ Among other things, the exemptions allow the SPDR 
Trust to redeem SPDRs in large aggregations only, SPDRs to trade at 
negotiated prices in the secondary market, dealers to sell SPDRs to 
purchasers in the secondary market unaccompanied by a prospectus (when 
prospectus delivery is not required by the Securities Act of 1933 
("Securities Act")), and certain affiliated persons of the SPDR Trust to 
deposit securities into, and receive securities from, the SPDR Trust in 
connection with the purchase and redemption of large aggregations of 
SPDRs, Since the introduction of SPDRs, ETF sponsors have launched three 
additional ETFs organized as UITs. The MID CAP SPDR Trust tracks the 
Standard & Poor's ("S&P") MidCap 400 Index; the Diamonds Trust (which 
issues units known as "Diamonds") tracks the Dow Jones Industrial 
Average; and the Nasdaq-100 Trust (which issues units known as ."Cubes") 
tracks the Nasdaq-100 Index. Each of these ETFs obtained exempfcive relief 
similar to the relief granted to the SPDR Trust. 
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2. ETFs Organized as Open-End Funds 

In March 1996, ETF sponsors introduced the first two ETFs organized as 
open-end funds. The Country Baskets Index Fund, Inc., advised by 
Deutsche Morgan Grenfell/C. J. Lawrence Inc., consisted of different 
portfolios ("series") that tracked various country indices of the Financial 
Times/S&P Actuaries World Indices. 13 The Foreign Fund, Inc., advised by 
BZW Barclays Global Fund Advisers ("Barclays"), offers series that track 
various Morgan Stanley Capital International ("MSCI") country indices. 14 
These ETFs obtained exemptions from various provisions of the Act that 
were generally analogous to the exemptions obtained by the ETFs 
organized as UITs.— 

Many ETFs organized as open-end funds replicate the holdings of jtheir 
corresponding indices to track the performance of the indices. However, 
because ETFs organized as open-end funds employ investment advisers, 
some of these ETFs instead may use "sampling strategies" to track the 
performance of an index. Using a sampling strategy, an investment adviser 
can construct a portfolio that is a subset of the component securities in the 
corresponding index, rather than a replication of the index. The investment 
adviser also may acquire securities for the ETF portfolio that are not 
included in the corresponding index. While these ETFs still seek to track the 
performance of their respective indices, they have greater flexibility in 
accomplishing that goal. In addition, ETFs that are open-end funds are not 
prohibited from participating in securities lending programs or from using 
futures and options in achieving their investment objectives. The revenue 
generated by these activities may help the ETF to offset expenses that 
otherwise could cause the performance of the ETF to lag behind the 
performance of its index (because an index does not have any expenses). 
Eighty-eight of the 92 ETFs in existence at the end of September 2001 were 
organized as open-end funds. 16 

B. How Existing ETFs Operate 

Regardless of the organizational structure of an ETF, all existing ETFs 
operate in essentially the same manner. Unlike typical open-end funds or 
UITs, ETFs issue shares only in large aggregations or blocks (such as 
50,000 ETF shares) called "Creation Units." An investor, usually a 
brokerage house or large institutional investor, may purchase a Creation 
Unit with a "Portfolio Deposit" equal in value to the aggregate NAV of the 
ETF Shares in the Creation Unit. The investment adviser or sponsor of the 
ETF announces the contents of the Portfolio Deposit at the beginning of 
each business day. The Portfolio Deposit generally consists of a basket of 
securities that mirrors the composition of the ETF's portfolio. Because the 
purchase price of the Creation Unit must equal the NAV of the underlying 
ETF shares, the required Portfolio Deposit generally also includes a small 
amount of cash to account for the difference between the value of the 
basket of securities and the NAV of the ETF shares. The value of a Creation 
Unit typically exceeds several million dollars. After purchasing a Creation 
Unit, the investor may hold the ETF shares, or sell some or all of the ETF 
shares to investors in the secondary market. 

1. Secondary Market Trading 
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Like operating companies or closed-end funds, ETFs register offers and 
sales of shares under the Securities Act and list their ETF shares for trading 
on a national securities exchange under the Securities Exchange Act of 
1934 ("Exchange Act"). As with any listed security, investors also may 
trade ETF shares in off-exchange transactions. In either case, ETF shares 
trade at negotiated prices. The development of the secondary market in 
ETF shares depends upon the activities of the exchange specialist^ assigned 
to make a market in the ETF shares and upon the willingness of Creation 
Unit purchasers to sell ETF shares in the secondary market. 

ETF shares purchased in the secondary market are not redeemable from 
the ETF except in Creation Unit aggregations. If an investor presents a 
Creation Unit to the ETF for redemption, the redeeming investor receives a 
"Redemption Basket," the contents of which are identified by the ETF 
investment adviser or sponsor at the beginning of the day. The Redemption 
Basket (usually the same as the Portfolio Deposit) consists of securities and 
a small amount of cash. As with purchases from the ETF, redemptions from 
the ETF are priced at NAV (i.e., the value of the Redemption Basket is equal 
to the NAV of the ETF shares in the Creation Unit). An investor hojlding 
fewer ETF shares than the amount needed to constitute a Creation Unit 
may dispose of those ETF shares only by selling them in the secondary 
market. The investor receives market price for the ETF shares, which may 
be higher or lower than the NAV of the ETF shares. The investor ailso pays 
customary brokerage commissions on the sale. 

2. Arbitrage Opportunities 

Because of arbitrage opportunities inherent in the ETF structure, ETF shares 
generally have not traded in the secondary market at a significant premium 
or discount in relation to NAV. If ETF shares begin to trade at a discount 
{i.e., a price less than NAV), arbitrageurs may purchase ETF shares in the 
secondary market and, after accumulating enough shares to equal a 
Creation Unit, redeem them from the ETF at NAV, and thereby acquire the 
more-valuable securities in the Redemption Basket. In purchasing! the ETF 
shares, arbitrageurs create greater market demand for the shares, which 
may raise the market price to a level closer to NAV. If ETF shares jtrade at a 
premium (i.e., a price greater than NAV), arbitrageurs may purchase the 
securities in the Portfolio Deposit, use them to obtain the more-valuable 
Creation Units from the ETF and then sell the individual ETF shares in the 
secondary market to realize their profit. As the supply of individual ETF 
shares available in the secondary market increases, the price of the ETF 
shares may fall to levels closer to NAV. An exchange specialist designated 
to maintain a market in the ETF shares also works to provide appropriate 
amounts of shares in the secondary market in response to supply land 
demand. 

In addition, because the ETF investment adviser or sponsor announces the 
identities of the securities in the Portfolio Deposit and Redemption 1 Basket 
each day, arbitrageurs also may decide to engage in arbitrage transactions 
based on their need for particular securities (for example, to replace 
borrowed securities that the arbitrageur previously sold "short") or on their 
own assessment of the relative value of the Portfolio Deposit or Redemption 
Basket in comparison to the price of the ETF shares. As an apparejnt result 
of this arbitrage discipline, ETF sponsors and market participants report 
that the average deviation between the daily closing price and the daily 
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NAV of ETFs that track domestic indices is generally less than 2% 
respect to ETFs that track certain foreign indices, the deviations n 
more significant 12 

C. Reported Uses and Benefits of Existing ETFs 

In exemptive applications to permit the operations of ETFs, applicants have 
argued that ETFs provide investors and the markets with a number of 
benefits, First, applicants have argued that ETFs provide investors with the 
opportunity to invest in a diversified basket of securities through the 
purchase of a single exchange-traded security. 1 ^ As a result, investors can 
have the diversification benefits of an investment company with the trading 
flexibility of a stock. In addition, ETF applicants have stated that unlike 
closed-end funds (the traditional type of investment company that issues 
exchange-traded shares), ETFs can avoid the discounts and premiums in 
market price often associated with closed-end fund shares by continually 
issuing and redeeming ETF shares in Creation Units, and thereby creating 
an arbitrage mechanism. 22 



1. ETFs as a Tool for Individual Investors 



As the ETF marketplace has developed, individual investors apparently have 
accepted ETFs as an index investment with trading flexibility. 21 Certain 
individual investors reportedly invest in ETF shares as a long-term 
investment for asset allocation purposes, while other individual Investors 
apparently trade ETF shares frequently as part of market timing investment 
strategies. 22 For those investors who trade more frequently, ETFs; offer the 
ability to purchase and sell ETF shares in the secondary market at a known 
price anytime during the trading day, to purchase ETF shares on margin, 
and to sell ETF shares short. 



2. The Uses of ETFs for Institutional Investors 

Institutions also may purchase ETF shares in the secondary market for a 
variety of reasons. For example, certain pension funds whose investment 
restrictions preclude investment in index derivatives may instead invest in 
ETF shares. 22 Other institutions reportedly prefer to hold ETF shares instead 
of index futures because ETF shares do not have the margin requirements 
or expiration dates of futures. 24 Some private investment companies (such 
as hedge funds) reportedly employ ETF shares in hedging strategies by 
taking certain short or long positions in individual securities of a certain 
market sector, while taking opposite positions in ETF shares track ng that 
sector. 25 Other institutional money managers and mutual funds may use 
ETFs as a temporary means of keeping cash invested in a broad market 
segment during transitions in investment strategy or managemen : .25 

3. The Efficiency of ETFs 



ETFs also appear to attract investors as a iow-cost and tax efficient 
investment vehicle. 22 Like index-based mutual funds ("index fundk"), 
index- based ETFs are passively managed to track an index and do not have 
significant turnover in portfolio securities. As a result, ETF expenses are 
typically lower than the expenses of actively managed mutual funds, which 
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generally have higher management fees and brokerage expenses) due to 
portfolio trading. In addition, ETF expenses are often lower than the 
expenses of index funds. Because most ETF shareholders purchase and sell 
ETF shares through secondary market transactions rather than through 
transactions with the ETF, ETFs do not have the same degree of 
shareholder recordkeeping and service expenses as index funds. 22 
However, investors who purchase and sell ETF shares in secondary market 
transactions pay brokerage commissions in connection with those: 
transactions, which can represent an additional cost to investors tjhat is not 
reflected in the expense ratio of an ETF. 

With respect to tax efficiency, ETFs reportedly offer advantages over many 
mutual funds. When a mutual fund sells portfolio securities to pursue its 
investment strategies or to generate cash for shareholder redemptions, the 
mutual fund may realize capital gains if the value of the securities increased 
while they were in the fund portfolio. A mutual fund distributes 
accumulated capital gains to its shareholders, and shareholders generally 
must pay taxes on those distributions. An ETF also may accumulate and 
distribute capital gains to investors. However, like index funds, ari ETF may 
be more tax efficient than many mutual funds because of the iowiturnover 
in its portfolio securities. In addition, the ETF structure may allowlan ETF to 
avoid capital gains to an even greater extent than index funds. Because an 
ETF typically redeems Creation Units of ETF shares by delivering securities 
in the Redemption Basket, an ETF does not have to sell securities (and 
possibly realize capital gains) in order to pay redemptions in cashi 22 The 
Redemption Basket also may include securities from the ETF portfolio that 
have the highest unrealized capital gains (i.e., securities that have 
appreciated in value the most while in the ETF portfolio). Because: the ETF 
may be able to eliminate securities with significant unrealized capital gains 
from its portfolio through the redemption process, the ETF may ayoid 
realizing some capital gains if the ETF needs to sell securities at ai later date 
to track its index 



III. The Concept of an Actively Managed ETF 



As noted above, market participants are interested in developing an 
"actively managed ETF" - an ETF with an actively managed portfolio that 
does not seek to replicate the performance of any particular market index. 
Like existing ETFs, an actively managed ETF would be registered under the 
Act (as an open-end fund rather than a UIT, because a UIT cannot be 
managed) and wouid issue and redeem its shares only in Creation Units. 
The ETF would list its shares on a national securities exchange, arid 
investors would trade the ETF shares throughout the day at market prices 
in the secondary market. As with index-based ETFs, the ability to |buy and - 
redeem Creation Units at NAV would present arbitrage opportunitijes if the 
market price of the individual ETF shares deviated from NAV. 

Despite these general similarities, there may be significant structural and 
operational differences between the two types of products,— For example, 
it is not clear whether an actively managed ETF would propose to inform 
investors of the contents of its portfolio in the same manner as index-based 
ETFs (through the daily announcement of the Portfolio Deposit and 
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Redemption Basket). 32 Because the portfolio of an actively managed ETF 
likely wouid change more frequently and in iess foreseeable ways|than the 
portfolio of an index-based ETF, it is not clear how or whether an actively 
managed ETF would propose to communicate intra-day changes to 
investors. 33 This potential for less transparency in the portfolio holdings of 
an actively managed ETF may make the process of creating and redeeming 
Creation Units more difficult or present greater investment risk for 
arbitrageurs. As a result, an actively managed ETF could have a less 
efficient arbitrage mechanism than index-based ETFs, which could lead to 
more significant premiums or discounts in the market price of its shares. 

In addition to potential operational differences, an actively managed ETF 
may not have the same uses and benefits as those associated with index- 
based ETFs. As described above, many of the uses of existing ETFs, 
particularly for institutional investors, relate to the fact that ETF shares 
serve as a proxy for an index, which would not be the case for ETF shares 
of actively managed ETFs. In addition, an actively managed ETF may have 
greater turnover in its portfolio securities, which could result in higher 
expenses and less tax efficiency than index-based ETFs. 34 



We need to consider carefully whether actively managed ETFs are! in the 
public interest and consistent with the protection of investors and! the 
purposes of the Act before we grant the relief necessary to allow for the 
introduction of these products. To facilitate this process, we are seeking 
public comment on a wide range of issues posed by the possible 
introduction of actively managed ETFs. In addition to the specific questions 
outlined in the following sections, we seek comment on these broad issues: 



• How are actively managed ETFs likely to be structured, maniaged and 
operated? 

• How will investors use, and benefit from, actively managed ETFs? 

• Would the exemptive relief that the Commission has granted to 
index-based ETFs be appropriate for actively managed ETFs? 

• Are there any new regulatory concerns that might arise in connection 
with actively managed ETFs? I 



IV. Areas for Comment 



A. Index-Based ETFs vs. Actively Managed ETFs 



For purposes of this release, we have assumed that any ETF that would not 
seek to track the performance of a market index by either replicatjing or 
sampling the index securities in its portfolio would be an actively rjnanaged 
ETF. Thus, actively managed ETFs would include, for example, an IETF that 
seeks to achieve a multiple (or the reverse) of the performance ofj a market 
index, Actively managed ETFs also wouid include any ETF that, although it 
may be using a market index as a benchmark for measuring its 
performance, pursues an investment objective that is not tied to the index. 
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Is this an appropriate way to distinguish between index- based and actively 
managed ETFs? Are there any reasons to distinguish between different 
types of actively managed ETFs? If there are different types of actively 
managed ETFs, are there any reasons to regulate the various types 
differently? 

B. Operational Issues Relating to Actively Managed ETFs 

The unique structure of an ETF - in which investors can buy and redeem 
Creation Units at NAV, and can sell and purchase individual ETF shares in 
the secondary market at market price - is designed, among otherj things, to 
ensure arbitrage opportunities that would reduce any deviations between 
the NAV and the market price of ETF shares. The expectation that the 
market price of ETF shares would track NAV (and the performance of an 
index) is important to many of the uses of ETF shares as index-based 
securities. An ETF also is thought to offer advantages over a closdd-end 
fund structure in which discounts from NAV are common. The existing ETFs, 
as a general matter, have not experienced significant deviations between 
the NAV and the market price of their ETF shares. 35 

Is it important that ETFs be designed to enable arbitrage and thereby 
minimize the probability that ETF shares will trade at a large premium or 
discount? In considering whether to grant the exemptive relief necessary to 
permit actively managed ETFs, should we be concerned about whether their 
shares will trade at a significant premium or discount? 

It appears that two factors may contribute significantly to the effectiveness 
of arbitrage in the ETF structure - the transparency of an ETFs pcirtfollo and 
the liquidity of the securities in the ETF's portfolio, 

1. Transparency of an ETF's Portfolio 

Existing ETFs generally create and redeem Creation Units through in-kind 
transactions. At the beginning of each day, the investment adviser or 
sponsor of the ETF makes available the identities of the securities! in the 
Portfolio Deposit and the Redemption Basket (generally through the 
National Securities Clearing Corporation, a clearing agency that effects the 
sales and redemptions of Creation Units for many ETFs). These baskets 
generally reflect the contents of the portfolio of the ETF on that day and do 
not change during the day. 36 In addition, the listing exchange makes 
available the current value of the Portfolio Deposit on a per ETF share basis 
at 15 second intervals throughout the day and disseminates tntra-lday 
values of the relevant index. This high degree of transparency in rJhe 
investment operations of an ETF helps arbitrageurs determine whether to 
purchase or redeem Creation Units based on the relative values of the ETF 
shares in the secondary market and the securities contained in the ETFs 
portfolio. 

What level of transparency in portfolio holdings is necessary to allow for 
effective arbitrage activity in the shares of an actively managed ETF? 
Should an actively managed ETF be required to disclose the full contents of 
its portfolio? Is it sufficient for an actively managed ETF to disclose only a 
sample of its portfolio or the general characteristics of its portfolio!? Can 
effective arbitrage occur without any disclosure of the specific securities in 
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an ETF's portfolio (i.e., arbitrage that is based strictly on the NAV and 
market price of ETF shares)? 

How frequently wouid the investment adviser of an actively managed ETF 
need to disclose the portfoiio securities or characteristics of the ETF 
portfolio? Wouid an investment adviser need to disclose intra-day ; changes 
in the portfoiio of an actively managed ETF? Wouid there be a need to 
permit or require the specified Portfoiio Deposit or Redemption Basket to 
change during the day to reflect changes in the ETF's portfolio? If iso, what 
type of notice would be necessary to inform investors of any changes to the 
Portfoiio Deposit or Redemption Basket in the course of a day? Are intra- 
day values of the Portfolio Deposit meaningful to investors if investors do 
not know the contents of the ETF portfolio? 

Would frequent disclosure of portfolio holdings lead to "front running" of the 
ETF portfolio, where other investors wouid trade ahead of the ETF; and the 
Creation Unit purchasers who must assemble Portfolio Deposits? 3 ^ Would 
frequent disclosure of portfolio holdings lead to "free riding," whei^e other 
investors would mirror the investment strategies of an actively managed 
ETF whiie the ETF investors pay the advisory fees? Would an investment 
adviser to an actively managed ETF face a conflict between maxinhizing 
performance and facilitating arbitrage by informing the marketplace of the 
adviser's investment strategies (e.g., would there be a reluctance on the 
part of a portfolio manager to make frequent adjustments in the portfolio 
because of the possible impact on the arbitrage mechanism)? 

2. Liquidity of Securities in an ETF's Portfolio 

Existing ETFs track various equity indices including foreign and domestic 
indices, broad-based indices, and sector indices. All of the indicesihave 
specified methodologies for selecting their component securities. The 
methodologies generally ensure that an index consists of a certain number 
of component securities, and that those securities will have significant 
market capitalization and will be actively traded. Because ETFs either 
replicate or sample the indices, their portfolio securities also should possess 
these characteristics, Effective arbitrage depends in part upon the ability of 
investors to readily assemble the Portfolio Deposit for purchases cjf Creation 
Units and to sell securities received upon redemption of Creation Units. The 
liquidity of portfolio securities is an important factor in this procesb. 

Should actively managed ETFs be limited to certain investment objectives 
or policies that are designed to ensure that the portfolio securities; are 
sufficiently liquid to permit effective arbitrage? If so, what types djr 
parameters are necessary to ensure that an ETF invests in securities that 
can be readily purchased or sold by arbitrageurs? Should an actively 
managed ETF be permitted to invest in securities other than equity 
securities? Should an actively managed ETF be permitted to invest in any 
illiquid securities or securities that couid not be included in a Portfolio 
Deposit or Redemption Basket? Should an actively managed ETF be 
prohibited from investing in securities that are not registered under section 
12 of the Exchange Act? 35 Should an actively managed ETF be prdhibited 
from investing in securities that are part of an "unsold allotment" within the 
meaning of section 4(3)(C) of the Securities Act? 32 
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Is it necessary for an actively managed ETF to create and redeem: Creation 
Units through in-kind transactions (rather than cash transactions)? 42 Would 
there be any consequences to permitting cash purchases and redemptions 
of Creation Units for an actively managed ETF? Could the cash component 
of a Portfolio Deposit or Redemption Basket be used to account for portfolio 
securities that could not be included in a Portfolio Deposit or Redemption 
Basket?^ 

3. Other Operational Issues 

What other issues could cause an actively managed ETF to operate 
differently than an index-based ETF? Would the clearance and settlement 
procedures for Creation Unit transactions for actively managed ETFs be the 
same as for index-based ETFs? Are there other operational issues|that 
could affect the willingness of investors to purchase shares of an actively 
managed ETF either on the secondary market or in Creation Units! from the 
ETF? Would significant deviations between the market price of shares of an 
actively managed ETF and the NAV of the ETF shares compromise; the 
operations of the ETF? 

C. Uses, Benefits and Risks of Actively Managed ETFs 

As noted, in granting exemptions under section 6(c), the Commission must 
find that the exemption is necessary or appropriate in the public interest 
and consistent with the protection of investors and the purposes fairly 
intended by the policy and provisions of the Act.^ The Commission is 
interested in learning about the ways in which investors may use actively 
managed ETFs and the benefits that this new investment product may be 
expected to bring. The Commission also is seeking comment generally on 
any aspects of actively managed ETFs that may be relevant to the 
determination that the Commission would be making under sectioin 6(c). 

In determining whether the relief we have granted to permit ETFs! should be 
expanded to permit actively managed ETFs, we think it is appropriate to 
consider the uses and benefits of existing index-based ETFs, as well as any 
concerns regarding ETFs generally. What are the most important iises and 
benefits of index-based ETFs? Have index-based ETFs encountered any 
problems of which the Commission should be aware in evaluating jfuture 
ETF proposals? 43 Are investors confused about the differences between 
ETFs and mutual funds? What measures could be taken to addres^ any 
potential investor confusion? Does trading in ETF shares have any! relation 
to market volatility, and if so, in what ways? 44 Has the introduction of ETFs 
generally led to any undesirable consequences for investors? ' 

With respect to the potential for actively managed ETFs, should investors 
expect that any mutual fund could be transformed into an ETF, orj would 
only certain types of actively managed portfolios lend themselves jto the 
ETF structure? Would closed-end. funds seek to convert into actively 
managed ETFs as a possible means of addressing discounts in share price? 
45 Why would an actively managed ETF be a desirable alternative jto a 
mutual fund or closed-end fund that pursues the same investment 
objectives or strategies? 

What would be the principal uses of actively managed ETFs by investors? 
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Would an actively managed ETF serve primarily as a short-term trading 
vehicle? Could an actively managed ETF be used to gain exposure to an 
asset category in a manner similar to index-based ETFs? Would ah actively 
managed ETF have any role in hedging strategies? Would an actively 
managed ETF appeal more to individual investors or institutional investors? 



What would be the principal benefits of actively managed ETFs? Would an 
actively managed ETF possess the low expenses and tax efficiency 
associated with existing ETFs? Would the introduction of actively managed 
ETFs be detrimental to investors, and if so, how? Would investors be 
confused about the nature of actively managed ETFs? Could actively 
managed ETFs lead to greater market volatility?* 6 Is the development of 
actively managed ETFs important for U.S. financial institutions to;maintain 
a competitive position in global securities markets?^ 2 

D, Exemptive Relief from the Investment Company Act for Actively 
Managed ETFs 

Because of their unique structure, ETFs must obtain exemptive rejiief from 
certain provisions of the Act. An ETF organized as an open -end fund 
generally requests an order (i)section 6(c) of the Act granting relief from 
sections 2(a)(32) and 5(a)(1) of the Act so that the ETF may register under 
the Act as an open-end fund and issue shares that are redeemable in 
Creation Units only; (ii) under section 6(c) granting reiief from section 22 
(d) of the Act and rule 22c-i under the Act to permit the purchase and sale 
of individual ETF shares in the secondary market at negotiated prices; and 
(iii) under sections 6(c) and 17(b) of the Act granting relief from sections 
17(a)(1) and (a)(2) of the Act to permit in-kind purchases and redemptions 
of Creation Units by persons who may be affiliated with the ETF by reason 
of owning more than 5%, and in some cases more than 25%, of its 
outstanding securities. Certain ETFs that track foreign indices also have 
obtained relief under section 6(c) from section 22(e) of the Act so that they 
may satisfy redemption requests more than seven days after the tender of 
a Creation Unit for redemption due to delivery cycles for securities in the 
local markets. > 



Because actively managed ETFs necessarily would be organized as open- 
end funds (rather than as UITs with fixed portfolios), these ETFs i kely 
would seek exemptive reiief from the same provisions of the Act as existing 
ETFs that are organized as open-end funds. In considering whether to grant 
relief from each of the sections outlined above pursuant to sectionthe 
Commission must find that the exemption is necessary or appropriate in the 
public interest and consistent with the protection of investors and the 
purposes fairly intended by the policy and provisions of the Act.^ Under 
section 17(b), the Commission may exempt a proposed transaction from 
section 17(a) if evidence establishes that the terms of the transaction, 
including the consideration to be paid or received, are reasonable and fair 
and do not involve overreaching, and the proposed transaction is consistent 
with the policies of the registered investment company and the general 
provisions of the Act. 45 In evaluating any exemptive applications to permit 
actively managed ETFs, we would assess whether these exemptive 
standards are met. 



1. Relief for ETFs to Redeem Shares in Large Aggregations Only 
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Section 5(a)(1) defines an "open-end company" as a management 
investment company that is offering for sale or has outstanding ajny 
redeemable security of which it is the issuer. 52 Section 2(a)(32) defines a 
redeemable security as any security, other than short-term paper, under 
the terms of which the holder, upon its presentation to the issuer' is 
entitled to receive approximately the holder's proportionate share of the 
issuer's current net assets, or the cash equivalent.^ Because ETFj shares 
are not individually redeemable, an ETF requests relief to permit the ETF to 
register and operate as an open-end fund and to issue shares thajt are 
redeemable in Creation Units only. 

In support of the relief, ETFs have noted that investors may redeem ETF 
shares in Creation Units from each ETF. ETFs also have noted that because 
the market price of Creation Units is disciplined by arbitrage opportunities, 
investors in ETF shares generally should be able to sell ETF shares in the 
secondary market at approximately their NAV. ETFs organized asjopen-end 
funds have agreed as a condition to the exemptive relief that the jETF will 
not be advertised or marketed as an open-end fund or mutual fund. The 
prospectuses and advertising materials for ETFs prominently disclose that 
ETF shares are not individually redeemable and that shareholders; may 
acquire shares from an ETF and tender those shares for redemption to the 
ETF in Creation Units only. 52 

Would actively managed ETFs present any issues with respect to these 
exemptions that do not exist with respect to index-based ETFs? Should the 
potential for more significant deviations between the market price of 
actively managed ETF shares and the NAV of the shares affect any relief 
requested from the definition of "redeemable security"? Are greathr 
disclosure efforts necessary to address any potential investor confusion 
regarding the nature of actively managed ETFs and their shares? i 

2. Relief for ETF Shares to Trade at Negotiated Prices 

Section 22(d), among other things, prohibits a dealer from selling a 
redeemable security that is being currently offered to the pubiic by or 
through an underwriter, except at a current public offering price described 
in the prospectus. 53 Rule 22c-l generally requires that a dealer selling, 
redeeming, or repurchasing a redeemable security do so oniy at a 1 price 
based on its NAVM Because secondary market trading in ETF sha'res takes 
place at negotiated prices, and not at a current offering price described in 
the prospectus or based on NAV, existing ETFs have obtained exemptions 
from section 22(d) and rule 22c-l. 

In support of their requests for relief, ETFs generally have noted tjhat the 
provisions of section 22(d), as well as rule 22c-i, appear to be designed to 
prevent dilution caused by certain riskless-trading schemes by principal 
underwriters and contract dealers, to prevent unjust discriminatio|n or 
preferential treatment among buyers resulting from sales at differjent 
prices, and to assure an orderly distribution of investment company shares 
by eliminating price competition from dealers offering shares at less than 
the published sales price and repurchasing shares at more than the 
published redemption price. The ETFs submit that secondary market trading 
in ETF shares does not cause dilution for ETF shareholders because the 
secondary market transactions do not directly involve ETF portfolio assets 
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(the transactions are with other investors, not the ETF), and thus have no 
impact on the NAV of ETF shares held by other investors. In addition, ETFs 
have stated that to the extent that different prices for ETF shares exist 
during a given trading day, or from day to day, these variances occur as a 
result of third-party market forces, such as supply and demand, and not as 
a result of discrimination or preferential treatment among purchasers. With 
respect to the orderly distribution of ETF shares, ETFs have noted'that 
anyone may acquire Creation Units from the ETF, and that no dealler should 
have an advantage over any other dealer in the sale of ETF shares. ETFs 
also have argued that the distribution system for ETF shares shouild be 
orderly because arbitrage activity ensures that the difference between the 
market price of shares and their NAV remains narrow. 55 , 

Would actively managed ETFs present any issues with respect to these 
exemptions that do not exist with respect to index-based ETFs? Would the 
potential for more significant deviations between the market price- of 
actively managed ETF shares and the NAV of the shares create any 
potential for discrimination or preferential treatment among investors 
purchasing and selling shares in the secondary market and those 
purchasing and redeeming Creation Units? Would more significant 
deviations lead to a less orderly distribution system for actively managed 
ETF shares? Are greater disclosure efforts necessary to address potential 
investor confusion regarding the fact that individual shares of actively 
managed ETFs would be sold at market price while Creation Unit 
aggregations of ETF shares would be redeemable at NAV? 

3. Relief for In-Kind Transactions between an ETF and Certain Affiliates 

Section 17(a) of the Act generally prohibits an affiliated person of!a 
registered investment company, or an affiliated person of such person, 
from selling any security to or purchasing any security from the company. 56 
Because purchases and redemptions of Creation Units may be in-kind 
rather than cash transactions, section 17(a) may prohibit affiliated persons 
of an ETF from purchasing or redeeming Creation Units, Section 2^a)(3)(A) 
of the Act defines "affiliated person" as any person owning 5% or jmore of 
an issuer's outstanding voting securities. ETFs indicate that certaiifi large 
investors may be affiliated persons of an ETF under section 2(a)(3)(A) of 
the Act ("5% Affiliates"). In addition, some investors may own more than 
25% of an ETF's outstanding voting securities and therefore may be 
deemed an affiliated person of the ETF under section 2(a)(3)(C) of the Act 
("25% Affiliates"). 52 ETFs have obtained exemptions from section |l7(a) to 
permit 5% Affiliates and 25% Affiliates to purchase and redeem Creation 
Units through in-kind transactions. 

in seeking this relief, ETFs have submitted that because 5% Affiliates and 
25% Affiliates are not treated differently from non-affiliates when jengaging 
in purchases and redemptions of Creation Units, there is no opportunity for 
these affiliated persons to effect a transaction detrimental to the Other ETF 
shareholders. The securities to be deposited for purchases of Creajtion Units 
and to be delivered for redemptions of Creation Units are announced at the 
beginning of each day and are equally applicable to all investors. All 
purchases and redemptions of Creation Units are at an ETF's next 
calculated NAV, and the securities deposited or received upon redemption 
are valued in the same manner, using the same standards, as those 
securities are valued for purposes of calculating the ETF's NAV. 52 1 
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Would actively managed ETFs present any issues with respect to this 
exemption that do not exist with respect to index-based ETFs? If bn actively 
managed ETF proposed to alter the contents of its Portfolio Deposit or 
Redemption Basket during the day to reflect changes in its portfolio, would 
this process introduce the potential to favor affiliated persons of the ETF? If 
so, how should this be addressed? Could a 5% Affiliate or 25% Affiliate 
influence decisions by the investment adviser to an actively managed ETF 
regarding the securities in the Portfolio Deposit or Redemption Basket on a 
given day? Would the structure of an actively managed ETF present greater 
concerns with respect to potential advance communication of information 
about portfolio changes to affiliates? 

4, Relief for Certain ETFs to Redeem Shares in More Than Seven Days 

Section 22(e) of the Act generally prohibits a registered open-end 
investment company from suspending the right of redemption, ori 
postponing the date of payment or satisfaction of redemption requests 
more than seven days after the tender of a security for redemption. 59 Some 
ETFs that track foreign indices have stated that local market delivery cycles 
for transferring securities to redeeming investors, together with local 
market holiday schedules, require a delivery process in excess of seven 
days, These ETFs request relief from section 22(e) so that they may satisfy 
redemptions up to a specified maximum number of calendar days* 
depending upon specific circumstances in the local markets, as disclosed in 
the ETF's prospectus or statement of additional information ("SAI"). Other 
than in the disclosed situations, these ETFs satisfy redemptions within 
seven days. 50 

These ETFs state in their exemptive applications that section 22(ej) of the 
Act is designed to prevent unreasonable, undisclosed, and unforeseen 
delays in the payment of redemption proceeds and assert that the 
requested relief will not lead to the problems that section 22(e) wias 
designed to prevent. The anticipated delays in the payment of redemption 
proceeds would occur principally due to local holidays in the foreign 
markets. The ETFs state that the SAI will disclose those local holidays (over 
the period of at least one year following the date of the SAI) that bre 
expected to prevent the delivery of redemption proceeds in sevenj days and 
the maximum number of days needed to deliver redemption proceeds.^ 

Would actively managed ETFs present any issues with respect to this 
exemption that do not exist with respect to index-based ETFs? Could the 
investment adviser to an actively managed ETF manage the ETF sp as to 
comply with section 22(e)? 

E. Potential New Regulatory Issues 

In evaluating any specific proposal for an actively managed ETF, the 
Commission will be considering whether the proposal presents any new 
regulatory concerns. In this regard, we are interested in public comment on 
the issues raised below, as well as any additional issues that mighjt be 
identified by the commenters. 

1. Potential Discrimination Among Shareholders 
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Section 1(b)(3) of the Act states that the public interest and the interest of 
investors are adversely affected when investment companies issub 
securities containing inequitable or discriminatory provisions.^ One 
potential difference between the existing ETFs and an actively managed ETF 
is that, in the latter case, significant deviations could develop between the 
market price and the NAV of the ETF shares. It might also be possible that, 
during any particular time, the NAV of an actively managed ETF could be 
increasing while the market price of its shares could be falling, and vice 
versa. 

Would the operation of an actively managed ETF place investors who have 
the financial resources to purchase or redeem a Creation Unit at NAV in a 
different position than most retail investors who may buy and sell! ETF 
shares only at market price? Would the operation of an actively managed 
ETF give rise to a type of discriminatory treatment of shareholders that 
section 1(b)(3) of the Act was designed to prevent? Commenters Iwho 
believe that this concern might be raised by an actively managed IETF are 
encouraged also to discuss the ways in which they believe the Commission 
should address it. 

2. Potential Conflicts of Interest for an ETF's Investment Adviser 

Section 1(b)(2) of the Act states that the public interest and the interest of 
investors are adversely affected when investment companies are Organized, 
operated, managed, or their portfolio securities are selected, in the interest 
of persons other than shareholders, including directors, officers, investment 
advisers, or other affiliated persons, and underwriters, brokers, or 
dealers.^The operation of an ETF - specifically, the process In which a 
Creation Unit is purchased by delivering a basket of securities to the ETF, 
and redeemed in exchange for a basket of securities - may lend itself to 
certain conflicts for the ETFs investment adviser, who has discretion to 
specify the securities inciuded in the baskets. These conflicts would appear 
to be minimized in the case of an index-based ETF because the universe of 
securities that may be included in the ETF's portfolio generally is restricted 
by the composition of its corresponding index. The same would not appear 
to be the case for an actively managed ETF. The increased investment 
discretion of the adviser to an actively managed ETF would seem to 
increase the potential for conflicts of interest For example, an adviser to an 
index-based ETF would have little ability to create a market for certain 
securities in a way that would favor an affiliate. Because the adviser to an 
actively managed ETF would have greater discretion to designate securities 
to be included in the Portfolio Deposit or Redemption Basket, a greater 
potential for conflicts appears to exist. 1 

What potential conflicts of interest would exist for the investment iadviser to 
an actively managed ETF? Would the adviser to an actively managed ETF be 
in a position to create suppiy or demand for securities that would favor an 
affiliate by designating those securities for inclusion in the daily Portfolio ' 
Deposit or Redemption Basket? Would the increased value of the 
information regarding the identity of future deposit or redemption] securities 
create additional conflicts and potential for abuse? What measures should 
be taken to address any potential conflicts? 

3. Prospectus Delivery in Connection with Secondary Market Purchases 
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Open-end funds and UITs are required to deliver a prospectus in connection 
with a sale of their shares. Specifically, section 24(d) of the Act provides, in 
relevant part, that the prospectus delivery exemption provided to dealer 
transactions by section 4(3) of the Securities Act does not apply to any 
transaction in a redeemable security issued by an open-end fund or UWM 
For transactions in ETF shares in the secondary market, the Commission 
has granted exemptions under section 6(c) of the Act from section 24(d) to 
permit dealers selling shares of certain ETFsto rely on the prospectus 
delivery exemption provided by section 4(3) of the Securities Act,! 65 ETFs 
that have received this relief continue to be subject to prospectus delivery 
requirements in connection with sales of Creation Units and transactions 
involving an underwriter. 



In support of the relief, applicants have noted that the ETF shares would be 
listed on a national securities exchange and would be traded in a manner 
similar to shares of closed-end funds, for which dealers selling shares in the 
secondary market generally are not required to deliver a prospectus. These 
ETFs also have agreed that dealers selling their shares will provide 
investors with a "product description" describing the ETF and its sjhares. M 
While not intended as a substitute for a prospectus, the product description 
contains information about the ETF shares that is tailored to meet the 
needs of investors purchasing the shares in the secondary market. The. 
product description provides a plain English description of the salient 
features of the ETF shares, including the fact that the shares are iindex- 
based securities, the manner in which the ETF shares trade on the 
secondary market, and the manner in which Creation Units are purchased 
and redeemed. The product description discloses that the ETF shajres are 
not redeemable individually, and that an investor selling the shares in the 
secondary market may receive less than the NAV of the ETF shares. 52 

I 

To the extent that actively managed ETFs wouid seek similar relief from 
prospectus delivery requirements, would the relief be consistent with the 
public interest and the protection of investors? Are there any aspects of an 
actively managed ETF that would make this relief inappropriate? for 
example, should an actively managed ETF be required to deliver its 
prospectus in order to communicate its investment strategy or fundamental 
policies? If the relief is granted on the condition that actively managed ETFs 
provide investors with a product description, what information about an 
actively managed ETF is particularly important to include or highlight in the 
product description? 

F. The Concept of an Actively Managed ETF as a Class of a Mutual 
Fund r 

1. Multiple Class Open-End Funds 

Open-end funds often offer multiple classes of shares representing interests 
in the same portfolio of securities. An open-end fund may establish a 
multiple class arrangement generally to offer investors a choice oft methods 
for paying distribution costs or to allow the fund to use alternative 
distribution channels more efficiently. For example, a fund may offer a class 
of shares that carries only a front-end sales load, and another class that 
carries a deferred sales load and an asset-based distribution fee (known as 
a "rule I2b-1 fee" because it is permitted by rule 12b-i under the! Act^ ). 
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A multiple class arrangement requires an exemption from sections 18(f)(1) 
and 18(i) of the Act. 62 Rule 18f-3 under the Act provides that exemption 
and establishes a framework 

governing the multiple class arrangements of open-end funds.^ fjtule 18f-3 
addresses issues that may create various conflicts among the different 
classes of shares of a fund, One requirement of rule 18f-3 is that,! other 
than certain differences allowed by the rule, each class must have the same 
rights and obligations as each other class. 

2. An Index-Based ETF as a Class of an Existing Open-End Fund 

In December 2000, the Commission issued the first order to permit certain 
existing index funds to create a class of shares ("ETF class") that would be 
listed on a national securities exchange and traded in the secondary market 
at negotiated prices in the same manner as shares of ETFs ("ETF Class 
Order"). 21 By creating an ETF class, the index funds hope to provide short- 
term investors and market timers with an attractive means of purchasing 
shares that can be bought and sold continuously throughout the day at 
market prices, 22 In their exemptive application, the index funds stated that 
the purchase and redemption requests by short-term investors inithe 
conventional classes increase a fund's realization of capital gains,|increase 
fund expenses, and hinder a fund's ability to achieve its investment 
objective of tracking its index. Because transactions in the individual shares 
of the ETF class would occur in the secondary market, these transactions 
would not involve the funds, and as a result, would not disrupt thk funds' 
portfolio management or increase the funds' transaction costs 

In the ETF Class Order, exemptive relief from sections 18(f)(1) arjd 18(1) of 
the Act was required because, among other reasons, the index funds stated 
that the conventional shares and exchange-traded shares would have 
certain different rights. 24 For example, the conventional shares wduld be 
individually redeemable from the fund, while exchange-traded shares would 
be redeemable only in Creation Units. In addition, the exchange-traded 
shares would be traded in the secondary market, while conventional shares 
would not. The funds asserted that these different rights were netiessary for 
the proposal to have the desired benefits, and that the different rights did 
not implicate the concerns underlying section 18 of the Act, including 
conflicts of interest and investor confusion. With respect to the potential for 
investor confusion, the funds agreed to take a variety of steps to ensure 
that investors understand the key differences between the classes of 
exchange-traded shares and conventional shares. 2 ^ 

3. ETF Class of an Actively Managed Open-End Fund 

Would actively managed mutual funds seek to introduce exchange-traded 
classes? Do short-term investors such as market timers and day traders 
use actively managed funds in the same way that they use index funds? If 
not, are there different reasons to permit existing actively managed mutual 
funds to establish ETF classes? , 

Would ETF classes of actively managed funds present any issues vjfith 
respect to exemptions from section 18 that do not exist with respect to ETF 
classes of index funds? Would the portfolio disclosure required to make 
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fund operations transparent for purposes of the ETF class prove detrimental 
to the performance of the conventional shares? Wouid significant 
redemptions of conventional shares create undesirable tax consequences 
for ETF class shareholders? Would the existence of an ETF class add 
volatility to an actively-managed fund? Is there any additional potential for 
conflicts of interest in connection with an ETF class of an actively managed 
fund? 

Is there additional potential for investor confusion about the nature of the 
ETF class shares? How would potential investor confusion be addressed? 
Would prospectus delivery relief be appropriate in connection with 1 ETF 
classes of actively managed funds, and if so, what information should be 
included in the product description? 



V. Solicitation of Additional Comments 

In addition to the areas for comment identified above, we are interested in 
any other issues that commenters may wish to address relating to actively 
managed ETFs. Please be as specific as possible in your discussion and 
analysis of any additional issues. i 

By the Commission. 

Jonathan G. Katz 
Secretary 

Date: November 8, 2001 



1 Investment Company Institute ("ICI"), Exchange-Traded Funds Statistical 
Collection, Feb. B, 2001. Except for this ICI release, the ICI statistical releases 
cited in this concept release may be found under "Current Statistical! Releases" 
or "Additional Statistical Releases" at http://www.ici.org/facts_figures/. 

2 ICI, Trends in Mutual Fund Investing July 2001, Aug. 30, 2001 (for y!ear-end 

2000 mutual fund assets); Unit Investment Trust Data July 2001, Aug. 21, 

2001 (for year-end 2000 UIT assets); Closed-End Fund Assets, 199d-2000 
(for year-end 2000 closed-end fund assets). i 

3 Id, Exchange-Traded Fund Assets, Oct. 19, 2001 (for third quarter 2001 net 
investment in ETFs); ICI, Exchange-Traded Fund Assets June 2001, July 24, 
2001 (for second quarter 2001 net investment in ETFs); ICI, Exchange-Traded 
Fund Assets March 2001, Apr. 26, 2001 (for first quarter 2001 net investment 
in ETFs); and ICI, Trends in Mutual Fund Investing September 2001,1 Oct 29, 
2001 (for year-to-date net investment in mutual funds through third I quarter 
2001). 

& ICI, Exchange-Traded Fund Assets, Oct. 19, 2001. 

s Aaron Lucchetti and Ken Brown, Spiders and WEBS: Amex Is Back, {hanks To 
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a Tradable Variety of Index Mutual Funds, Wail' St J., Feb. 22, 2000., at Al. 

fi Section 5(a)(1) of the Act defines an open-end fund as an investment 

company that is a management company which offers or has outstanding any 
redeemable security of which it is the issuer. 15 U.S.C. 80a-5(a)(l)J Section 4 
(2) of the Act defines a UIT as an investment company that is organized under 
a trust indenture or similar instrument, that does not have a board of 
directors, and that issues only redeemable securities, each of which | 
represents an undivided interest in a unit of specified securities. 15 U.S.C. 
80a-4(2). I 

Z The NAV of a share of an investment company is equal to the value of the 
investment company's total assets, minus liabilities, divided by the number of 
outstanding shares. 

2 Section 5(a)(2) of the Act defines a closed-end fund as any management 
company other than an open-end company. 15 U.S.C. 80a-5(a)(2) 

S See, e.g., Anthony Ragozino and Charlie 1 Gambino, Actively-Managed 
Exchange Traded Funds: Coming Soon to a Market Near You?, 8 Investment 
Lawyer, No. 5, May 2001, at 3 ("market professionals on Wall Street [are] 
scrambling to make [actively managed ETFs] available in the United! States"); 
Dan Weil, Exchange-traded Funds Boosts AMEX Growth, The Palm Bpach Post, 
Mar. 9, 2001, at 2D (reporting that AMEX president says AMEX will probably 
begin trading actively managed ETFs within 12 to 18 months); YukajHayashi, 
New Generation of ETFs on Horizon, Wall St. J. Europe, Sept. 26, 20100, at 16 
(reporting that fund companies are "pouring money into development" of 
actively managed ETFs); Aaron Lucchetti, Firms May Explore Funds that Trade 
on Stock Markets, Wall St 3., May 16, 2000, at C21 (reporting that AMEX 
official says about six mutual-fund companies are interested in launching 
actively managed ETFs). 

1Q 15 U.S.C. 80a-6(c). 

11 Because the structure of a UIT does not include the means of providing 
management, the UIT portfolio is relatively fixed, and elimination anjd 
substitution of securities only takes place under unusual circumstances. 
However, a UIT that tracks an index (like the SPDR Trust) may make 
adjustments to its portfolio to ensure that the portfolio continues to replicate 
the index. 

12 SPDR Trust, Series 1, Investment Company Act Rel. Nos. 18959 (Sebt. 17, 
1992) (notice) and 19055 (Oct. 26, 1992) (order) ("SPDR Order"). 

13 The Country Baskets Index Fund, Inc. ceased operations in March 1997 and 
deregistered as an investment company in 1998. 1 

H The shares issued by The Foreign Fund were known as "World Equity 

Benchmark Shares" or "WEBs." The ETF recently was renamed iSfsarjes Inc., 
and the shares are now known as "IShares." 

15 The CountryBaskets Index Fund, Inc., Investment Company Act Rel 

21736 (Feb. 6, 1996) (notice) and 21802 (Mar. 5, 1996) (order); The Foreign 



Fund, Inc., Investment Company Act Rel. Nos. 21737 (Feb. 6, 1996' 
and 21803 (Mar. 5, 1996) (order). 



(notice) 



15 ETFs organized as open-end funds include the Select Sector SPDR Trust, 
consisting of series that track various S&P sector indices; iShares Inq. and 
iShares Trust, consisting of series that track domestic and foreign equity 
indices compiled by S&P, Dow Jones & Company, Inc. ("Dow Jones"), Frank 
Russell & Co., and MSCI; and streetTRACKS Series Trust, consisting jof series 
that track indices compiled by Dow Jones, Morgan Stanley Dean Witter, and 
FORTUNE. 

12 See, e.g., Second Amended and Restated Application of Barclays Glcjba! Fund 
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Advisors, File No, 812-11600, filed May 11, 2001 ("Barclays Application") at 
57-SB (stating that average deviations between the daily closing prite and the 
dally NAV of ETF shares of ETFs tracking domestic indices range from a 
premium of .05% to a discount of .02%). Persons may obtain copies of 
applications cited in this concept release for a fee from the Commission's 
Public Reference Branch, 450 5th Street, N.W., Washington, D.C. 20549-0102 
(telephone 202/942-8090). " 1 
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See also ]ohn Spence, Salomon Releases ETF Premium/Discount Study, 
indexfunds.com, Oct. 23, 2000 (reporting that a Salomon Smith Barney study 
of the trading of ETF shares found that shares of ETFs tracking domestic 
indices had an average bid price that was a .17% discount to the ETFs' 
respective estimated intra-day NAVs, as recorded at random points during the 
trading days in September 2000), at 

http://www.lndexfunds.com/Pfarticles/20001023_SSM8studyJss_etf_jS, htm. 

18 See, e.g., Barclays Application at 36 (stating that the Malaysia (FreJ) WEBs 
Index Fund traded at wider spreads to NAV following the imposition |of capital 
controls by the Malaysian government in 1998). I 



See also Memorandum in Support of Hearing Request filed by Fund J 
Democracy, LLC, and the Consumer Federation of America with respjecfc to the 
Barclays Application (arguing that arbitrage opportunities do not ensure that 
die difference between the market price and NAV of ETF shares will remain 
narrow, and citing in particular the experience of ETFs tracking varidus foreign 
indices), available at i 
http://www.funddemocracv.com/hearina request docs.htm. 

13 See, e.g., Fourth Amended and Restated Application of SPDR Trust, Series 1, 
File No. 812-7S4S, filed Aug. 7, 1992 ("SPDR Application"), at 42-43. In the 
SPDR Application, applicants stated that SPDRs were developed in response to 
the suspension of trading in "index participations" ("IPs"), contracts of 
indefinite duration based on the value of a basket (index) of securities. See 
SPDR Application at p. 45, Trading in IPs was suspended after the u!s. Court 
of Appeals for the Seventh Circuit found that IPs represented a futures 
contract within the exclusive jurisdiction of the Commodity Futures Trading 
Commission. Chicago Mercantile Exchange, etai. v. Securities and Exchange 
Commission, etai., 883 F.2d 537 (7 th Or. 1989), cert, denied 496 lll.S. 936, 
110 S. Ct 3214 (1990). Because SPDRs represented an interest in a'n actual 
portfolio of securities, SPDRs did not present the futurity issues of IPs. 

22 See, e.g., Fifth Amended and Restated Application of The CountryBaskets 
Index Fund, Inc., File No. 812-9188, filed June 30, 1995, at 11. 

21 See, e.g., Lee Barney, Exchange-Traded Funds Continue to Grow in 2001, 
TheStreet.com, May 16, 2001 ('The first and foremost reason investors like 
ETFs is because, like index funds, they offer exposure to a variety of 

Clifford, Ail Your Stocks in One Basket, Fortune, Mar. 5, 2001, at 200 
(explaining how ETFs can be useful for tracking an index, balancing a portfolio, 
or gaining exposure to a market segment); Barbara Eisner Bayer, Tr\e Latest 
Indexing Craze, Fooi.com, June 27, 2000 ("Perhaps the greatest benlefit of 
ETFs is that investors will now have instant exposure to a diversified portfolio 
of stocks."), at http://www.fooi.com/Server/FoolPrint.asp? 
Fiie+/ddow/200Q/ddowO00627.htm. 

22 see, e.g., Aaron Lucchetti, Tradable Shares Bring Some Buzz to Mutvats, Wall 
St. J., June 5, 2000, at Rl (profiting different types of ETF investors)!; Jerr Y 
Morgan, ETFs, An Alternative to Index Funds, Newsday, Jan. 29, 2000, at F05; 
John Spence, FRC Study Examines Future of ETFs, indexfunds.com, Nov. 6, 
2000 (reporting on a survey conducted by Financial Research Corporation that 
found that 75% of retail investors surveyed who either owned or had Inquired 
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about ETFs intended to use ETFs primarily for buy-and-hoid strategies, while 
25% intended to use ETFs for a mix of long-term and trading strategies }, at 
http://wwwJndexnjnds.com/Pfartides/20001106„FRCstxidyJss_etOS.hrjm. 

23 See, e.g., Elgin, Peggie R., SPDR Web Ensnares Both Active, Passive Fund 
Managers, 14 Corporate Cashflow Magazine, No. 13, Dec. 1993, at 5. 

24 See, e.g., Bamey, supra note 21, 

25 See, e.g., Allison Bisbey Colter, Exchange-Traded Funds Are Booming, Wall St. 
J,, July 12, 2001, at C19 (noting also that some hedge funds use ETF shares 
instead of index futures to avoid licensing requirements of the Commodity 
Futures Trading Commission). 

26 See, e.g., Fred Williams, Interest Accelerates: ETFs: Market up 82% to Nearly 
$76 Billion, Pensions And Investments, Mar. 5, 2001, at 25. 

2Z See, e.g., John Spence, Retail Investor Perception of Exchange-Traded Funds, 
indexfunds.com, Feb, 22, 2001 (reporting on survey conducted by Financial 
Research Corporation that found "tax efficiency/ "trading and tax flexibility," 
and "lower expense ratios" to be the three most commonly cited reasons for 
potential interest in ETFs among retail investors), at 
http://wwwJndexfunds.com/Pfarticles/20010223_ETFperceptionJssretf- 
JS.htm; Theo Francis, Navigating the New Worid of ETFs, Wall St. J.J May 11, 
2001, at CI; Sara Robinson, A Mutual Fund Rival on the Trading Floor, N.Y. 
Times, Nov. 7, 1999, at 8. 

2S See, e.g., Frederick P. Gabriel Jr., ETFs May Be Losing Pricing Edge:\some to 
Have Fees that Match Top Funds, Investment News, Aug. 27, 2001, jat 3 
(reporting that an analysis by Upper Inc. found only a few examples of index 
funds that are less expensive than ETFs with the same investment objective); 
Aldo Svgldi, ETFs Take Aim at Ailing Mutual Funds, The Denver Post,. Mar. 4, 
2001, at 3-03 (reporting that ETFs that track the larger U.S. indices have an 
average annual expense ratio of .34%, compared to .50% for an index fund, 
and 1 to 1.5% for an actively managed mutual fund); Aaron Lucchetti, Index 
Mutual Funds Have a Price War, Wall St. 3., at C-l, May 12, 2000 (noting that 
ETFs may have expense advantages over index funds because they do not 
deal directly with Individual investors through expensive telephone centers 
and retail offices). 



pay redemptions, 
of Its 
effectively 
Like 
Post, 



Trade L 



22 Because an ETF does not have to maintain cash reserves 
an ETF also may be able to remain more fully invested in 
corresponding index, which could help an ETF track its index more 
than some index funds. See, e.g., Albert B. Crenshaw, Funds that 
Stocks; ETFs Offer Some Advantages over Traditional Mutuais, Wash 1 . 
3uly 9, 2000, at H02. 

2fi See, e.g., Karen Damato, Tax Advantages Are Promised by Fund Rivals, Wall 
St. J., Sept. 1, 2000, at CI; Dagen McDowell, Exchange-Traded Funds Are 
Tax-Efficient, but Not Tax Perfect, TheStreet.com, Aug. 22, 2000, at! 
http://www.thestreet.com/rynds/dear daQen/1049339. html . 

31 As noted above, many of the details regarding the potential operations of an 
actively managed ETF are apparently in development. See, e.g., Andrew 
Greene, AMEX Plans Active Exchange-Traded Fund, Mutual Fund Mar|ket News, 
Aug. 14, 2000 (quoting a fund industry observer who describes the 
development of an actively managed ETF as "the financial industry's; 
equivalent of the space program back in the 1960's" and states thatifund 
companies and exchanges are scrambling to develop something withbut 
knowing what it will look like). 

32 see, e.g., Dagen McDowell, Non-Index Exchange-Traded Funds on the 
Horizon, TheStreet.com, May 16, 2000 ("a stumbling block to creating an 
actively managed [ETF] is the transparency of the underlying portfolio . No 
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fund company or fund manager would want to reveal everything that's in a 
fund on a regular basis.") at 

http:/ /www.thestreet,cQm/funds/de3rdaaen/940643.html . 

33 See, e.g., Lucchetti and Brown, supra note 5 (reporting that for an actively 
managed ETF to be priced continuously throughout the day, the ETF manager 
would have to disclose what the ETF was buying and selling during the day, 
which most active managers would not wish to do). 

34. See, e.g., Michael Santolt, Great Pretenders: New-fashioned "Funds" No 
Threat to Old Ones, Barron's, Apr. 9, 2001, at F1S (noting that some 
observers do not believe that actively managed ETFs will offer the cost and tax 
benefits of index-based ETFs); Scott Cooley, The Time Isn't Right fo} Actively 
Managed ETFs, Morningstar.com (noting that unless managers reduce portfolio 
trading, an actively managed ETF would not be a tax-efficient vehicle) at 
http://news.morningstar,com/doc/artide/0,l,3073,00.html. 1 

2S see supra note 17, 

3fi Because an index-based ETF seeks to track the performance of an index, often 
by replicating the component securities of the index, the ETF investment 
adviser or sponsor has no reservations about informing the marketplace of the 
contents of the ETFs portfolio. 

32 See, e.g., Hayashi, supra note 9 (stating that disclosure of the portfolio of an 
actively managed ETF could lead to front running and create unwanted 
demand for the stocks identified by the ETF for inclusion in its portfolio). 

28 15 U.S.C. 781. 

39 15 U.S.C. 77d(3)(C), 

4Q Though existing ETFs primarily transact in-kind, they generally reserve the 
possibility of cash purchases and redemptions under certain unusual: 
circumstances, such as on days when a substantial rebalancing of ah ETF's 
portfolio is required. See, e.g., Barclays Application at 23-24. Certaip iShares 
ETFs that fnvest in certain foreign markets currently effect creations i and 
redemptions through cash transactions. 

41 Most ETFs currently reserve the possibility that cash may be substituted for 
certain securities in a Portfolio Deposit or Redemption Basket under unusual 
circumstances, such as when an investor who purchases or redeemsja 
Creation Unit Is not permitted to transact in particular securities. See, e.g., 
Barclays Application at 28-29. 

42 See supra note 10. , 

43 See, e.g., Karen Damato and Aaron Lucchetti, Critics Worry About Risks Of 
Exchange-Traded Funds, Wall St. J., July 7, 2000, at CI (reporting oh criticism 
that ETFs may not disclose adequate information about the potential! for ETF 
shares to trade at a premium or discount to NAV). 

44 See Carol Vinzant, NASDAQQQ: Trading in Cubes' Is Skyrocketing, and Some 
Critics Fear The Nasdaq 100-Based Vehicles Are Contributing to Volatility, 
Wash. Post, May 10, 2001, at El (reporting that some critics beiievej trading in 
Cubes has increased market volatility). 

But see The October 1987 Market Break, A Report by the Division ofiMarket 
Regulation, U.S. Securities and Exchange Commission, Feb. 1988, ati 3-18 
(suggesting that market basket trading could provide an additional layer of 
liquidity in the market that could reduce volatility). 

45 see, e.g., Aaron Lucchetti, In Closed-Ends, a Possible Way to Get Rid of 
Discounts to NAV, Wall St. J., Apr. 10, 2000, at R14 (reporting on idea to 
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convert closed-end funds to ETFs to eliminate discounts in share prices). 

46 See, e.g. , Andrew Brent, SEC Guidance Expected for Exchange Funds, Mutual 
Fund Market News, May 28, 2001 (reporting that some analysts believe there 
are several scenarios In which an actively managed ETF couid cause increased 
market volatility), 

47 a type of actively managed exchange-traded investment company was 
introduced by Deutsche Bank in Germany in November 2000 and hals 
reportedly experienced some success among retail investors in Germany. See, 
e.g., Stephan Kueffner, Exchange-Traded Funds Make Their Mark inlGerman 
Market, Capital Markets Report, Apr, 23, 2001. As a general matter,! 
investment companies that are not organized or created under the laws of the 
United States cannot offer, sell, or deliver shares to investors in the United 
States unless they obtain an order of the Commission. 15 U.S.C. 80a-7(d). 

48 see supra note 10. 

49 15U.S.C. 80a-17(b). 
so See supra note 6. 

51 15 U.S.C. 80a-2(a)(32). 

52 See, e.g., Barclays Application at 63-70, 81. 

53 15 U.S.C. 80a-22(d). 

54 17 CFR 270.22C-1. 

55 See, e.g., Barclays Application at 70-74. 

56 15 U.S.C. 80a-17(a). 
5Z 15 U.S.C. 80a-2(a)(3). 

5S See, e.g., Barclays Application at 74-79. 
53 15 U.S.C. 80a-22(e). 

52 In their applications, ETFs acknowledge that no relief obtained from the 
requirements of section 22(e) will affect any obligations that they may 
otherwise have under rule 15c6-l under the Exchange Act. See, e.g.!, Second 
Amended and Restated Application of Barclays Global Fund Advisorsj File Mo. 
812-11598, filed May 11, 2001 ("Barclays Foreign Application") at 76. Rule 
15c6-l requires that most securities transactions be settled within th'ree 
business days of the trade date. 17 CFR 240.15c6-l. i 



51 See, e.g., Barclays Foreign Application at 76-84. i 

52 15 U.S.C. 80a-l(b)(3). 

I 

53 15 U.S.C. 80a-l(b)(2). i 

54 15 U.S.C. S0a-24(d); 15 U.S.C. 77d(3). 

55 See, e.g., SPDR Order. 

55 ETFs that possess relief from section 24(d) are listed on the American Stock 
Exchange, which has adopted ruies requiring the delivery of product i 
descriptions. See American Stock Exchange Constitution and Rules &i 
Arbitration Awards, Rules 1000 and 1000A. 

57. See, e.g., SPDR Application at 82-98. 
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68 17 CFR 270.12b-l, 

£2 Section 18(f)(1) of the Act, in relevant part, prohibits an open-end fjund from 
issuing any class of "senior security," which includes any stock of a class 
having a priority over any other class as to the distribution of assets; or the 
payment of dividends. 15 U.S.C. 80a-18{f){l). Section 18(i) of the 4« 
requires that every share of stock issued by an open-end fund be voting stock, 
with the same voting rights as every other outstanding voting stock! 15 U.S.C. 
80a-18(i). 

22 17 CFR 270.18f-3. 

21 Vanguard Index Funds, Investment Company Act Rel. Nos. 24680 (Oct. 6, 
2000) (notice) and 24789 (Dec. 12, 2000) (order). 

22 Transactions in an index fund's conventional shares would continue i:o be 
priced at that day's NAV. The purchase and redemption of Creation Units also 
would be priced at NAV. 

23 Application of Vanguard Index Funds, File No. 812-12094, fiied July |12, 2000 
("Vanguard Application"), at 6-8. 

In addition to relief from section 18, the ETF Class Order also granted the 
exemptive relief typically obtained by index-based ETFs organized as open- 
end funds and prospectus delivery relief. 

25 Vanguard Application at 36-47. 
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The entrjLof heavyweight Vanguard into the exchange-traded fund business should pave the way for 
other fund companies to launch their own versions of these new-fangled index products. But what about 
actively managed funds? Will they ever come in the exchange-traded variety? ' 

The consensus at an industry conference in New York this week sponsored by the Institute for 
International Research is that they will. In fact, you can expect to see the first filings for [these actively 
managed funds showing up at the Securities and Exchange Commission by the end of thje third 
quarter, says Larry Larkin, senior vice president at the American Stock Exchange. 

Larkin says six fund firms are toying with the idea of an actively managed exchange-traded fund, though 
he wouldn't name names. 

Exchange-traded funds have several advantages over traditional mutual funds. They are continually 
priced and can be traded throughout the day, just like a stock. And holders are less likely ti be hit with 
taxable capital-gains distributions than investors in traditional index funds. ' 

The first actively managed funds that trade on exchanges may look closer to enhanced-index funds than 
to diversified portfolios like Fidelity Magellan . Enhanced-index funds try to closely track an index while 
somehow improving upon that benchmark's returns by using stock picking or leverage, j 

Of course, filing with the SEC doesn't mean the products will start trading anytime soon. 

From concept to launch, it took two years for the Nasdaq 100-tracking stock (OJ2Q: Amex^ to see the 
light of day. Vanguard has been working the SEC for a year on its own exchange-traded funds, and it 
just filed for approval of those last week. 

And a stumbling block to creating an actively managed version is the transparency of the i nderlying 
portfolio. 

Existing exchange-traded funds track known stock indices, so institutional investors and traders know at 
any given time which stocks make up each of the indices. This information is obviously key in creating 
new shares of the exchange-traded portfolios and allowing market makers to hedge or i 
they bear in trading these instruments. 

However, that necessity could become an impediment when talking about actively managed funds. No 
fund company or fund manager would want to reveal everything that's in a fund on a regular basis. In 
fact, the manager and the shareholders could be at a disadvantage if the public knows what's in a fund at 
all times. 



Some professionals in the exchange-traded fund business say there's a way to deal with this issue. 



http://www.mestTeet.com/pf/funds/deardagen/940643.html 



TheStreet.com: Non-Index Exchange-Traded Funds On the Horizon 



Page 2 of 3 



though the details are murky at this point. 

However, with an enhanced-index fund, a portion of the fund is always a known entity. 

And to all of you who plan to email me to say that actively managed exchange-trade funds already exist: 
they're called closed-end funds: Yes, I know, but because of their structure, close-end funds usually 
trade at a discount or premium to their net asset values. Exchange-traded funds are structured so that 
these premiums and discounts are almost non-existent. 

More, More, More 

Meanwhile, investors can sit back and watch a virtual explosion of new index products in the budding 
exchange-traded sector, and with it, some healthy price competition that should drive down the cost of 
owning index funds. 1 

In addition to Vanguard's five funds, which I detailed in a story on Friday , you'll soon see: I 

• More than two dozen funds from Barclays Global Investors, the first four of which will launch on 
Friday. These so-called iShares will track the S&P 500 (IW:Amex), Russell 1000 (IWB;Amex), Dow 
Jones U.S. Technology (IYW:Amex) and Dow Jones U.S. Internet (TYV:Amex) indices 1 A second 
batch, tracking 10 additional indices, should come out one week later. 

• At least eight new funds are coming from State Street Global Advisors, which oversees one of the 
oldest products in the sector, Spiders (SPY:Amex). 

State Street's new funds should arrive around the middle of June. They'll track four Dow Jones indices 
covering large-cap growth, large-cap value, small-cap growth and small-cap value stocks; the Dow 
Jones Global Titans world-stock index; the Morgan Stanley Internet index, known as trie MOX; the 
Morgan Stanley High Tech 35 index, and a REIT index, says a State Street spokeswoman. 

• More index products from the people who brought you the QQQ. John Jacobs, a senior iice president 
at the Nasdaq, says the exchange is exploring a product that will be broader that the popular QQQ, 
which commands about $1 1 billion in assets. That index consists of the 100 largest non-financial 
companies on the Nasdaq. A new exchange-traded product might include smaller companies and/or 
fmancials. " i 

Nuveen Investments, known for its unit investment trusts (UITs), is also expected to get into the game. 
UITs are similar to exchange-traded funds except that they don't trade on exchanges and hsjive finite 
lifespans. I 



Watch to see if State Street lowers the expense ratio on the Spiders even further. It fell to 0. 1 2% earlier 
this year. But now Barclays has come in with a competing S&P 500 index fund at 0.09%. And who 
knows where Vanguard will come in? Its old-style 500 Index fund is starting to look a little pricey at 
0.18% annually in 

Web Alert 

Barclays just opened the Web site for its new exchange-traded funds at www.ishares.com . The site 
includes descriptions of all the upcoming products and how to use them in your portfolios 
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Send your questions and comments to d 



l, and please include your full name. 



As originally published, this story contained an error. Please see Corrections and Clarifications . 

Dear Dagen aims to provide general fund information. Under no circumstances does the infc 
represent a recommendation to buy or sell funds or other 
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When the number of exchange-traded funds - mutual funds based on equity indices that trade like a 
single stock and can be bought or sold intraday — first began taking off two years ago, an all-out media 
frenzy ensued. 

ETF assets multiplied 10 times from $6.7 billion in January 1998 to $66 billion as of the end of March 
2001 . Some predicted that assets in this new type of mutual fund would swell to as much i s $500 billion 
by 2005. Others went so far as to say ETFs could overtake traditional equity mutual funds in popularity. 

While the hoopla over ETFs has died down somewhat arid their assets are now only projected to reach 
$200 billion by 2005, ETFs have continued to be popular, even during the recent market downturn. 
During the past year, ETFs have had $42 billion in net inflows, compared with net outflows of $80 
billion for equity funds, according to the Investment Company Institute. And in March, ETFs reaped 
$8.9 billion in inflows, while equity mutual funds lost $20 billion. 



What's more, nearly 40 more ETFs are scheduled to be introduced in the U.S. and abroad in the near 
future, adding to the 83 ETFs currently on the market. The Singapore Exchange and the Australian 
Stock Exchange are two of the first foreign exchanges to list ETFs, and many more exchanges are about 
to offer ETFs in an effort to build volume. ' 



While assets in ETFs still only represent a very small portion of the almost $4 trillion in assets under 
management in all equity funds, ETFs have an undeniable appeal. Investors apparently like the way that 
they combine the low-cost, tax-efficient exposure of index funds with the trading flexibility of stocks. 

Getting Exposure ( 

The first and foremost reason investors like ETFs is because, like index funds, they offer exposure to a 
variety of sectors ~ be it a broad index like the S&P 500, on which State Street Global Advisors' 
spider (S&P Depositary Receipt) is based, or a specific index like the Barclays' iShares Mexico fund. 
"We are finding that fee-based advisors are liking ETFs as an asset-allocation tool," says Gregory Ehret, 
a principal with State Street, which sponsors 20 ETFs. i 

Institutional investors also like ETFs as a way to gain exposure to a particular index or sector without 
having to make individual investment decisions, says Brad Zigler, a principal with Barclays, which 
offers 61 ETFs. Portfolio managers can buy an ETF and later decide which individual stocks they want 
to own, he says. 

Many investors are buying ETFs right now to take advantage of what they see as the bottom of the 
market. "Our iShares have been continuing to grow like wildfire," says Ehret. "We have sejen assets 
increase far more than you would expect in a down market." 
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The biggest ETF of them all is the QQQ (QQQ:Amex), or cube, which is based on the Nasdaq 100 
index. Even though it's down 68% over the past year, the QQQ has continued to attract tremendous 
assets. It currently has $24 billion of assets under management and is trading an average of 80 million 
shares a day. In the fourth quarter alone, the QQQ attracted a whopping $18 billion in net new cash, 
according to Strategic Insight, a mutual fund consultancy. 

Low Fees and Flexibility 

Investors also like ETFs because their fees can be even lower than index funds'. ETF fees s|tart as low as 
nine basis points and can go as high as 70 basis points, says Gavin Quill, senior vice president of 
Financial Research, a fund research company. Index fund fees, on the other hand, average between 20 
and 80 basis points, and actively managed funds have fees ranging from 1 3% to 2.5%. Even though 
ETFs must be bought or sold through a broker, and so incur trading costs, these are generally offset by 
the lower fees charged by ETFs, according to Quill. i 



ETFs also differ from index funds because they allow investors to trade in and out of them! during the 
day. This can affect returns by more than 1%, Zigler says. For instance, if an investor in ad index fund 
tracking the S&P wants to sell his or her shares, the investor will only be able to do so at the closing net 
asset value price of the fund, Zigler says. But in an ETF tracking the S&P, the investor can get whatever 
price the index is trading for at that moment. 

"Because the S&P 500 rises or falls an average of 140 basis points a day, the index fund investor incurs 
a 140 basis-point risk that they will not get the price that they think they are getting when they make the 
decision to buy or sell an S&P 500 index fund," Zigler says. But in an S&P ETF, the investor incurs 
only a three basis-point risk because that's how quickly these orders are processed, he says 

In addition, a big difference between ETFs and index mutual funds is that ETFs allow investors to sell 
them short or buy on margin. Many ETFs also have put or call options, which are very popular, says 
Cliff Weber, senior vice president of new product development at the American Stock Exchange, 



which currently lists all U.S. ETFs. In some cases, institutional investors prefer ETFs to futures because 
ETFs don't have the margin requirements or expiration dates that futures do, says mutual find consultant 
Geoffrey Bobroff. 



them 
because they 
which 



Finally, ETFs have limited embedded capital gains taxes because the specialists who handl|e 
redeem, shares in like kind with a counterparty. However, they do incur some capital gains 
are tied to indices and managers have to rebalance their holdings whenever the index 
in some cases can occur quite frequently. 

Despite these advantages, though, there are some who don't believe that exchange-traded funds will ever 
make significant inroads with retail investors. 

"They're not sexy enough," says Michael McDonald, a senior vice president with Salomon! Smith 
Barney. McDonald compares ETFs to index funds, which he says have never become particularly 
popular despite having been around for 25 years (currently, index funds account for about 
billion, of the $3,961 trillion in assets under management in equity funds, according to Mo i 
With $66 billion in assets, ETFs have less than 1 % of the $7 trillion invested in all types 
funds. 

Waiting for a Rebound 



15%, or $319 
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Others feel that once the market recovers, ETFs will regain attention. "The uneven market environment 
we have been in has caused some retrenchment" away from equity investing, Bobroff says. "Once we 
get back to a normalized market exchange-traded funds will again become a focal point, While we have 
seen a dampening of excitement, these products are still poised for growth," he says. 

Of the 40 new ETFs about to be introduced, Nuveen Investments is planning five fixed-income ETFs. 
Vanguard is planning one based on the Wilshire 5000 index and another on the Russell 2000 index. 
ProFunds hopes to offer as many as a dozen ETFs based ou their leveraged index funds. And State 
Street Global Advisors is about to introduce 14 new ETFs in Europe and Asia. 

More exchanges are looking to offer ETFs, as well. The American Stock Exchange is currently the only 
U.S. exchange to offer ETFs, but the New York Stock Exchange has announced plans to bross-list 
ETFs. Foreign exchanges are also jumping on the ETF bandwagon. Amex recently fonned| a joint 
venture with the Singapore Exchange and began cross-trading five Amex-listed ETFs on May 4. 

"Over the next two years, we expect several new countries and new exchanges to begin offering their 
own ETFs. We are also looking for many new sponsors, and a blizzard of new products ami cross-listing 
from established participants," says Financial Research's Quill. 

But the low fees that these funds charge will force some to close because they won't make enough 
money to cover their costs, predicts mutual fund consultant Burton Greenwald. Detractors also point out 
that some of the niche ETFs are based on esoteric indices that are thinly traded, which can lead to wide 
bid/ask spreads and, therefore, unfavorable pricing. The iShares Dow Jones Basic Materials fund, for 
instance, traded an average of just 5,700 shares a day in April. 

But in the end, ETF sponsors may prove to be just as adaptable as their equity fund colleagues in 
coming up with products that investors want. 

"There remains a great deal of opportunity for new innovations and product extensions into fixed- 
income, leveraged and enhanced ETFs, with eventually even an actively managed version,:' says Quill. 
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Firms May Explore Funds That Trade On Stock Markets 

By Aaron Lucchetti 
Staff Reporter of The Wall Street Journal 

About a half-do2en mutual- fund companies are interested in launching actively 
managed exchange -traded mutual funds, and one may seek regulatory approval to! c 
so by the third quarter of this year, a senior American Stock Exchange of J 



lal Research in New York, 



At a conference hosted by the Institute for Inte 
J^awrence Larkin, a senior vice president at the Mex, said the miitual-fund 
companies are exploring ways to use the exchange- traded- fund format to allow stock 
mutual funds that are headed by professional stock pickers to trade throughout the 
day like stocks. 

Already, various index mutual funds, which are portfolios based on designated 
stock-market benchmarks, trade on stock exchanges, and they have proved 
increasingly popular with investors. But the question of whether the 
exchange- traded fund structure would work with a so-called actively managed fund 
remains open at many fund firms. Mr. Larkin didn't name the firms involved. 

If the funds apply for registration with the Securities and 
the third quarter, regulatory review likely would take several 
pushing actual sales of such a fund into 2001. 

Exchange- traded funds, or ETFs , are a hybrid version of a mutual fund that can be 
bought and sold like a stock, instead of just at 4 p.m. like a traditional mutual 
fund. They tend to have lower expense ratios than mutual funds because the 
as set -management firms that sponsor them don't deal directly with the individual 
investor through expensive telephone centers and retail offices; brokers and 
financial advisers pick up the slack and sell the products with a commission, 
similar to a stock. 



je Commission by 
months, at lej 



Separately, Barclays Global Investors, a unit of Barclays PLC, announced the fees 
it will charge on the first of its 28 index exchange-traded funds. The four founds 
that will start trading this week on the Amex include the bellwether S&P 500 
which will be priced at 0.09% of assets per year, within the earlier estimated 
range of 0.08% to 0.10% of assets. Two sector index funds, based on indexes 
compiled by Dow Jones & Co., publisher of The Wall Street Journal, will be prjiced 
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at 0.60% of assets per year, a Barclays spokesman said. A fourth index fund, 
on the large-stock Russell 1000 Index, will cost 0-15% of assets per year, he 



NEWS SUBJECT; (Commodity/ Financial Market Mews (MCAT) ; Fund Markets (Ml 6) 

News Agency Material (MHBM) ; Content Types (NCAT) ; IWE Filter (NIWE) > 



INDUSTRY: (Trusts/Funds /Financial Vehicles (181502) ; Unit 

Funds (18150211); Investing/Securities (IIMV) ) 



Trusts /Mubual 



OTHER INDEXING: Trade Figures; Economic Performance; Economic News; 
Regulation/Government Policy; Corporate/ Industrial News; Trade /External Payments; 
Equity Market^; Market News; Routine Market/Financial News; United Kingdom; 
European Countries; North American Countries; United States; Western European 
Countries; Banking; Commercial Banking; Funds /Trusts /Other Financial vehicles; 
Unit Trusts /Mutual Funds; Financial Investments; Securities /Commodity Exchanges ; 
Banking/Credit; Investing/Securities; Financial; Newswire End Code; Clip Routing 
Code; Major International Banks; All Banks; Hutual-F 

Word Count: 418 

5/16/00 WSJ C21 
END OF DOCUMENT 



© 2005 Thomeon/West . No Claim to Orig. U.S. Govt. Works. 



I 



EXHIBIT E 



WSJ.com - Next Wave in ETFs: Actively Managed Portfolios Page 1 of 2 



© THE WALL STREET JOURNAL. 
O H L I ft £ 



January 11,2005 



MUTUAL FUNDS 



Next Wave in ETFs: 
Actively Managed Portfolios 



DOW JONES RE PI II NTS 



By TARA SIEGEL BERNARD 
DOW JONES NEWSW1HES 
January II, 2005; Page D3 



^r) This copy 
non-commercial us 
presentation-ready 
distribution to youn 
clients or customers, 
Reprints too! at the t 
article or visit 
www.djreprints.com. 



* See a sample reprint in PDF 
format. 

• Order a reprint of th s article now. 



fori your personal, 
>nly. To order 



e the Order 
>m of any 



The next generation of exchange-traded funds - which will track 
investment managers' top picks as opposed to those in an index ~ 
are still being hammered out, but their architects remain hopeful 
they could start trading this year. 

Exchange-traded funds, or ETFs, resemble index-tracking mutual funds but trade on exchanges 
like stocks. They are easy to build because all funds tracking indexes can essentially be modeled 
on the same blueprint. An actively managed ETF is an entirely new paradigm, much lap the first 
commodity-tracking ETF in the U.S. - gold -- that began trading in November after taking two 
years to gain regulatory approval. ' 



MORE ON ETFS 



I See exchange-traded funds data 2 
p for the fourth quarter. 



The main hurdle to constructing actively managed ETFs 
has to do with overcoming issues of transparency. With 
index-tracking ETFs, investors know exactly what's inside 
and, therefore, how shares should be valued. But if active 
managers bare their holdings, they risk giving other 
investors a chance to mirror their strategies while ETF 

investors pay the fees. 

The American Stock Exchange says it has developed a way to overcome those issues: don't reveal 
the underlying holdings of the actively managed ETF, but instead construct a tracking portfolio 
with the same risk characteristics. The portfolio's "intraday indicative value" would closely track 
the actual fund and would be published every 1 5 seconds, just like with index-based ETFs. The 
tracking portfolio would enable professional ETF traders like market-makers to hedge their 
positions, Amex executives said. 

"Full disclosure isn't necessarily required. What is necessary is enough information so the market 
can trade the actively managed ETF at a fair price and within reasonable spreads," said Tony 
Baker, managing director of the ETF Marketplace at the Amex. 

The Amex has tested the process and said there is a very small tracking error between tjhe tracking 
and actual portfolios. Executives also said that the actual portfolio can't be engineered on the basis 
of knowing what's in the tracking portfolio. The Amex is also working on an actively managed 
portfolio that is fully disclosed. 



http^nlme.wsj\com/ai^^ 



WSJ.com - Next Wave in ETFs: Actively Managed Portfolios 



Page 2 of 2 



On the active ETFs where the portfolio is disclosed, the exchange has said it is working with a 
recently formed advisory firm teamed with a larger institution. That firm was expected to file an 
application with the Securities and Exchange Commission for four such funds by the fourth 
quarter of last year, but the process took longer than expected. The firm is now expected to file 
within the next several months. An application for products with model portfolios is expected to 
be filed within the next six months. 

These active ETFs would potentially share many of the widely touted benefits of index -based 
ETFs, though they probably wouldn't be quite as cheap or tax-efficient. 

"There is the opportunity for some tax-efficiency gain [versus traditional mutual funds], but a lot 
of it depends on the specific fund and how the creation-redemption process is implemented," said 
Clifford J. Weber, senior vice president of the Amex ETF Marketplace. 

The mechanism through which ETF shares are created and redeemed is a key characteiiistic 
helping to boost their tax efficiency. It also keeps transaction costs sharply lower. While investors 
buy and sell their ETF shares on an exchange, ETF shares are created and redeemed when market- 
makers make in-kind transactions. They can exchange ETF shares for the underlying securities or 
vice versa. As such, there's no taxable transaction for the fund. 1 



That contrasts with regular mutual funds, which typically receive cash from investors ajnd then 
buy stocks for the fund. When shareholders cash out, the funds often sell stocks to raise cash, 
potentially creating capital gains that must be distributed to shareholders. i 
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Managed & Personal Investing: Hew Generation of ETPs on Horizon | 

By Yuka Hayashi 
Dow Jones Mews wires 

NEW YORK — Fund companies and stock exchanges are working furiously to brilng 
the next generation of exchange- traded fund products to the market. 

Existing players and new entrants are preparing a host of new products that 
hope will give them an edge in the fast -growing market for exchange- traded ; 
also known as ETFs. Some of these new products will invest in bonds; others 
be geared to attract overseas investors. 

Still others will seek to allow active management by professionals . Unlike 
current ETFs, which invest in the stocks that make up an index or benchmark, 
actively managed versions will allow managers to pick and choose stocks as t 
they are running a standard mutual fund. 

This, the most ambitious of the new products, faces huge hurdles that could 
years to clear. But that hasn't stopped fund companies from pouring money 
development . 

■Any fund family that has actively managed mutual funds is a candidate for 
issuing an actively managed ETF, » said Ramy Shaalan, an analyst at fund tracker 
Wiesenberger, a unit of Thompson Financial. 

ETFs have captured the imagination of professional and individual investors 

The market value of the existing ETFs now totals $48 billion {54.62 billion 
euros) , more than triple the level at the end of 1998, according to Strategic 
Insight, a New York mutual-fund research firm. 

The two market leaders — Barclays Global Investors and State Street Global 
Advisors -- have been launching new funds in rapid succession. Barclays, for 
example, swamped the market with 39 new funds called iShares earlier this ye< 
plans to bring two more stock -index- based products out later this autumn. 

The market for these standard ETF products is still growing. Products considered 
novel only a year or two ago have now become standard cash cows. All existing 
in the U.S. are listed on the American Stock Exchange. In addition to funds that 
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track broad market indexes, such as the Standard Poor's 500 -stock index and the 
Nasdaq 100, investors may now choose from indexes which represent particular 
industries or sectors, like energy or the Internet, and country and regional 
stocks . 

■For index equity, you do now have a pretty complete set of tools to work wkth, ■ 
said Lee Kranefuss, chief executive of Barclays Global' s U.S. individual investor 
business. Leaders like Barclays and State Street see innovation as the way to 
position themselves for further growth when the existing ETF products mature. The 
most buzz now surrounds actively traded BTFs, which may be the hardest of all t 
bring to market. The idea is to allow professional fund mangers to pick stock^ 
which outperform the indexes. 

index-based funds "don't have the big returns that some of the actively managed 
mutual funds have,* said Edgar Cha, an analyst with Strategic Insight. "But 
actively managed funds are developed, it's going to have a huge impact on the 
industry. " 

The product appears to have promise, but thorny issues must be settled before 
these funds can get off the ground. The biggest challenge is front -running . 

Retail investors buy ETFs with cash. But institutional investors — who ma! 
half the market -- buy the actual stocks and exchange them for shares in the 
In other words, it is basically a noncash transfer. Institutions receive a 
Shopping list at the end of each trading day which tells them which stocks and 
many to deliver the next day to receive shares in the fund. 

This works fine for index funds because people already know what stocks = 
the index. But for actively managed funds, such lists mean fund managers ai 
forced to disclose their hands before action is taken. That might create unwanted 
demand for those stocks, because other investors could front-run, or pick up 
same stocks on expectations of buying by ETF fund holders. 
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Exchange traded funds (ETFs) are open-ended index funds that are bought , 
stocks. This flexibility enables investors to purchase and sell shares through 
financial advisor. Similar to traditional index funds, ETFs have lower j 
reduces transaction costs and rninimizes capital gains tax distributions. SL^ 
there is tax on any appreciation of an ETF when shares are sold. The largest 
ETFs are Barclays Global Investors and State Street Securities. 
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Fund expense ratio 


Very Low 
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None 
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Two-way trading 


Long or short position 
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Hedging 


Yes. Options and Futures exist 
on some of the underlying index, 
and in some cases, on the ETF 
itself 


Difficult to hedgi 
available. Retail 
hedging capabil 


h typically not 

index funds may offer 

ties 


Listed Options on Funds 


Selected funds 


Typically no. Ma 
underlying index 


y be options on 


Portfolio disclosure 


Continually 


Semi-annually 









How do ETFs differ from closed-end fends? 

The darlings of the investment industry in the 1980s, closed-end mutual fun 
traded investment companies that raise money from investors though an initial 
the more traditional open-end funds, which issue shares upon demand, CEF " 
from existing shareholders on an organized exchange. 



Because a closed-end fund's shares trade in the stock market based 

trade at a price higher or lower than its net asset value (NAY). For example, a 
demand may trade at a share price higher than its NAV. In this case, the fundfi 
selling at a premium to its NAV. 



(CEFs) are publicly 
public offering. Unlike 
must be purchased 



demand, the fund may 
closed-end fund in great 
\s shares are said to be 



perception 



based 



Unfortunately, the opposite is far more likely. Based on a less favorable 
portfolio or of the market in which it trades, or a lack of investor knowledge o 
fund may trade at a share price lower than its NAV. Such a fund's shares 
discount to the NAV. For example, if a fund has an NAV per share of $100, 
of its portfolio, butis priced at$90,itis selling ata 10 percent discount 

Mainly due to the plethora of available investments, most CEFs are trading at a 
their NAV. As a group, CEFs are trading at their widest discount in two 
guarantee that they will ever return to parity, a fact that has squelched 
their most adamant followers. 
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portfolio. 



As opposed to the discount dilemma common to CEFs, ETFs trade at or extremely 
asset value almost all of the time. The reason? ETFs have a buik-in mechanism 
fund and the underlying index track each other very closely. 

Similar to CEFs, ETFs begin their life with a fixed number of shares. Like 
exchange traded funds buy and sell shares on an exchange. As opposed to in 
and out as investors buy and sell shares, like a traditional mutual funds, CEFs 
traded Shares flow from buyer to seller without effecting the underlying po 
exchange-traded fund partially reflects the share's reception in the marketplace. 

But unlike CEFs, ETFs have a nifty feature that ensures that its NAV . 
leveL Instimrional investors have the option of creating new ETF shares _ 
for fund shares. This is called a PIK (payment in kind), and is only allowed it 
Although most individual investors will never participate in a PIK transaction, „ 
allows large investors the opportunity to arbitrage any substantial price differences 
NAV and share price until the difference goes away. 
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How are ETFs structured? 

Exchange traded funds actually encompass two distinct types of investments 
and Poor's Depository Receipts (nicknamed 'Spiders') is organized as a unit 
ETF based on the Nasdaq 100 index. Both of the funds are managed by Sta 
Equity Benchmark Shares (or WEBS), which are managed by Barclays Fund . 
as mutual funds. Although both types of ETFs trade exactly the same, there 
the way dividend income is treated. UTTs typically hold cash dividends a non 
and pay them out quarterly to unit holders. Since WEBs and other ETF 
reinvest the dividends as they are accrued, they may be a better bet for long-t 

Although ETFs have been around since the 1993 birth of the Spider, the popi 
the advent of lower brokerage commissions have put the funds in the spothghi 
for over 75 percent of all trading on the American Stock Exchange. ETEV J 
domestic stock exchanges to Internet issues to real estate operating companies. 

As a result, over 60 ETFs are currently offered with at least that many more on the 
Even index pioneer Vanguard is cashing in on the popularity of ETFs. And at least sk j 
to offer actively managed ETFs in the next year, although portfolio transparency i 
resolved beforehand. * A 1 



Page 3 of 3 



The popular Standard 
investment trust, as is the 
Securities. World 
Investors, are structured 
are some differences in 
■bearing account 
funds are able to 
investors. 



popularity 



of indexing and 
■t. ETFs often account 
track everything from 



ing board 
'• are slated 
i must be 



http://www.sovereignwe^ 



6/10/2004 



EXHIBIT H 



THE FUTURE OF 

EXCHANGE TRADED FUNDS 



AN EMERGING ALTERNATIVE TO MUTUAL FUNDS 



i 



:i h !•■ ft r t n voir b ::• 



No part of this publication may be reproduced or transmitted in any form or by any means, electronic or mechanical, 
including photocopy, recording, or any information storage or retrieval system, without written permission fn 
Research Corporation. For more information call Deb Wetherbee at 617-557-3325; frcsales@frcnet.com. Extra copies of this 
report are available for $100 each. 

Publication date: May 31, 2000 



AUTHORS' BIOGRAPHIES 
Gavin E Quill 

Senior Vice President & Director of Research Studies 
Financial Research Corporation 

As a senior member of PRC, Gavin overseas the research and writing of comprehensive primary source 
studies related to a wide variety of mutual fund industry topics. Gavin also serves as a senior consultant, 
helping clients to design and implement a broad range of strategic initiatives. 

Gavin joined FRC in January 2000 from Quill Consulting where he specialized in strategic planning and 
product marketing issues for financial services companies. Before he founded Quill Consultin \, Gavin 
spent thirteen years at Scudder Kemper Investments where he served as Vice President 
VP of U.S. Funds New Business Development & VP of Global Cross Business Development 
Scudder tenure, Gavin was involved with a variety of disciplines ranging from performance 
and product development to competitive analysis and industry trend forecasting. 



of Marketing, 
Dtkring his 
analytics 



During his tenure at Scudder, Gavin helped to found the Industry Statistics Committee of the 
Investment Company Institute (ICI) in 1990, and served as the committee's chairman from 1992-1995. 
He also served as a member of the Institutes' Research Committee and its Marketing Policy C 
where in 1993 and 1994 he lobbied Congress on behalf of the mutual fund industry in an effort to 
encourage regulatory reform. 

Gavin's financial and economic commentary has been regularly cited by major media across the full 
spectrum of the financial press (both print and broadcasting), general interest newspapers, and industry 
trade publications. Mr. Quill has a Bachelor of Arts degree in Government with a specialization in 
Political Philosophy from Harvard University, and holds NASD Series 6 and 63 securities licenses. 
Mr. Quill can be reached at 617-557-3393 or gquill@frcnet.com 



Ken Zurbrigg 

Vice President Marketing Communications 
Funds Distributor Inc. 

Ken is responsible for the development and implementation of effective sales and marketing 
communications programs for FDI's clients, as well as being a key internal resource for the 
members of the FDI Communications team. Ken is also responsible for managing and directir g 
Shareholder Communications and Simplified Prospectus businesses, as well as providing 
members of the senior management team in the development and implementation of corporate Istrategii 
initiatives. Ken also provides support to FDI's sister company. Financial Research Corporation, 
research and writing of primary source research studies. 

Immediately prior to assuming his role in the Communications group, Ken was Vice President, 
Marketing Services and was responsible for managing the World Equity Benchmark Shares (WEBS) 
account. In this capacity, he was responsible for key activities related to the promotion and gro vth of 
this new Exchange Traded Fund including product management and marketing; client relationship 
management with Morgan Stanley, Barclays Global Fund Advisors, PFPC, and the AMEX; and n 
product development. 

Before joining FDI, Ken was head of the Marketing Services Division at Guardian Group of F\ 
Toronto, and had previously been General Manager of the Private Banking Division of C.I.B.C., 
second largest bank. 

Ken is a graduate of the University of Western Ontario where he received his Bachelor of Arts degree in 
Economics. He holds his NASD Series 7, 24 and 63 licenses and has more than 25 years of exp irience ii 
the financial services industry. 



I 
I 



F k 



ErikLiik 

Senior Vice President - Exchange Traded Funds (ETF) Specialist 
Funds Distributor Inc. 



As an ETF Specialist, Erik acts as the firm's senior liaison officer with various ETF market a 
such as Sponsors, Exchanges, Specialist firms and Index providers. Additionally, Erik conducts ETF 
market analysis and provides various levels of consulting to both current and potential ETF s] 

Prior to assuming this position Erik was a key member of the FDI team that launched WEBS \" 
Equity Benchmark Shares). He subsequently served as National Sales Director for WEBS. V 
17 country specific ETF's that seek to track the price and yield performance of their respective Morgan 
Stanley Capital International (MSCI) Index and are listed and traded on the American Stock Exchange. 

Erik has over 20 years of experience in the investment management industry encompassing a 
management distribution consulting, sales/ sales management, new product development, and 
performance measurement and manager search. 

Before joining FDI, Erik had been Vice President and National Sales Director for Bank Julius E 
mutual fund complex, and had previously been a Strategic Planning Consultant and Vice Pre! 
of Sales for Financial Trading Systems for Union Bank of Switzerland. 

Erik is a frequent guest on many TV and Radio financial programs, as well as a speaker at vj 
investment conferences and seminars that focus on asset management distribution and ETF's. 
a NASD Series 7 and 63 licensed representative. 



I 
I 




CONTRIBUTORS 

The following firms have been instrumental in the primary research, compilation of data a 
completion of the editorial content of this Study: 



Funds Distributor Inc. 

Funds Distributor connects today's investment managers with tomorrow's marketplace. For nearly 
twenty five years, Funds Distributor has helped some of the nation's best money managers connect 
with their markets— shaping and creating links between the investment manager and a universe of 
gatekeepers, financial intermediaries, regulators and, ultimately investors. 



services, 
and 
le in 



people 



This experience, combined with our innovative approach, allows us to offer an expert blend of 
From integrated sales and marketing programs to distribution financing; from market 
distribution channel analysis to legal services, we bring together the most knowledgeable 
the mutual fund distribution business to bring your products to market. 

FDI was an integral part of the group of companies that successfully launched the World Equity 
Benchmark Shares (WEBS) product. FDI provided external and internal sales, sales management and 
marketing expertise, as well as inbound and outbound tele-servicing to successfully position this new 
international ETF product in the broker/ dealer and financial advisor distribution channels. 



Financial Research Corporation 

Financial Research Corporation is the premier provider of competitive market research and analytic 
services to the mutual fund industry. For fourteen years, FRC has responded to the needs of sales, 
marketing, product development and strategic planning professionals with comprehensive, accurate 
and timely market intelligence . We also provide the tools to help clients effectively utilize this 
information to build more profitable marketing programs. 

Competition in the fund industry has become increasingly intense and change is taking place more 
rapidly than ever. Just keeping pace with the explosion of new products, pricing options, distri nition 
channels and competitors has become a costly and time-consuming effort. That's why FRC has 
developed unique and innovative products that are tailored specifically to digest and interpre these 
important trends so that sales and marketing professionals can stay ahead of them. 

• FRC was the first firm to offer a mutual fund database specifically designed for in-house use by 
the marketing professional. Today this database, the ACCESS/FRC system, remains the most 
comprehensive available, combining the resources of Standard & Poor's Micropal, Mornin jstar, 
and the ICI. 

• Complementing the database is the Market Analyst report. This hardcopy quarterly provides 
complete update on the fund marketplace including unique in-depth profiles of leading fund 
distributors — an analysis unavailable from any other source. 

■ For the most insightful examination of the latest industry trends, the FRC Monitor offers a monthly 
executive review . With its concise but thorough analysis, the FRC Monitor is an effective v 
the time-pressed fund executive to stay informed. 



• In addition to database products and subscription reports, FRC provides a full range of Consulting 
Services covering issues from product development to strategic positioning. These services draw on 
FRC's substantial information resources, as well as our years of experience in working closely with 
senior marketing professionals across the industry. 

FRC provides its services to more than 100 leading fund distribu tors, banks, industry consultants and 
service organizations, including firms representing all fund distribution channels. We are proud of our 
past success and our reputation, and we remain committed to providing our growing list of clients with 
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KEY STUDY FINDINGS 

This study covers such a wide range of issues from such a broad variety of perspectives that 
impossible to cite just four or five key findings. It would do an injustice to the value of the re 
to attempt to boil things down to a bite size list, since what would be left off would be nearly 
critical to the reader as what was included. 

Therefore, we will include the most significant results from each of the chapters involving pi 
source research. To facilitate referencing, the key findings are listed sequentially in the order 
they are discussed within each chapter. 



CHAPTER THREE (A Legal Expert's View) 

1. Historically, the market prices of ETF units/shares have tracked very closely to their 
have traded with very little premium or discount to their NAV). For example, the average 
between the daily closing price and the daily NAV of SPDRs was minus 0.0167% (i.e., a 
0.0167%) for the period from the commencement of SPDR trading on January 29, 1993 
February 29, 2000. 

2. The legal and regulatory requirements of ETFs are distinctly different from mutual fu 

individual securities in numerous ways. This makes the filing process far more difficult, 
it may require specialized legal expertise in order to successfully navigate. 

3. Petitioning the SEC for exemptive relief is a very time consuming process, 
from six to twenty-four months. To date, the SEC continues to evaluate each application 
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case-by-case basis whether or not they may already have reviewed the issues and passed 
for "identical" applications in the past. They have yet to issue any form of blanket or unrv 
applicable exemptions or suggested any language or structural or procedural preferences 
be used to speed up the process or make it more predictable. 



CHAPTER rpUR (Insights from the Expert?) 
1. Are Index-based (IB) exchange traded funds a significant challenge to index mutual funds? Our 

experts agreed almost universally that they already are (85%). The remaining 15% believed that they 
would emerge as a meaningful challenge within the next three years. 70% expect that the) are likely 
to take substantial market share away from index funds. 

Z What existing businesses will be most challenged by the future growth of index-based |ETFs? 
Expectations here are that retail fund managers, particularly those with heavy index fund exposure, 
will face the greatest challenge. Directly marketed funds were seen as being more vulnerable than 
their broker sold counterparts. ETFs will potentially be one more nail in the coffin of thosd mutual 
funds that consistently under-perform, and those that carry distinctly higher than avera 
expense ratios. 

3. What will be the greatest obstacle to the future success of ETFs? Looking just at index-b 

products, 62% of experts consider regulatory delays to be the greatest obstacle. 38% consider ETF 
profitability to be a substantial hindrance. Finally, these experts expect that there will be i 
educational challenge that will retard early adoption of ETFs by the broad investing public. 
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4. Which fund companies will offering ETFs make sense for? The experts look for a clealr barbell 
structure to develop. Only the largest players, with their deep pockets, and a few niche FIT 
with their focus and agility, will ultimately be able to achieve sustainable profitability witji ETFs on 
a stand-alone basis. 

5. How fast will ETFs grow? Experts expect that the current success of index-based ETFs 
for at least the next several years, with 30% to 50% average annual growth rates o 
three and five year periods. This would cause the ETF share of total indexed fund 
triple from today's 8% to as much as 27% in five years. The average prediction for assets 
was $201 billion. The most optimistic forecast sees ETF assets reaching as high as $500 

6. How important is the brand recognition of the underlying index to the success of an ii 
ETF? The overwhelming response here was that building an ETF around an established, 
independently maintained index was extremely important. Only the big, familiar names 
much weight. This means that creating your own proprietary indices in order to build your brand 
and save on licensing fees will be a difficult business proposition. 

7. Will actively managed ETFs be a significant challenge to actively managed mutual funds? One-third 
of the experts believe that they will within three years, while two-thirds believe that they probably will 
not be. Collectively, they do not see a major threat any time in the near future. 

8. We would be wise to discount the rhetoric we hear from some quarters intimating that E 
render mutual funds obsolete. There is plenty of room to be suitably impressed by the revolutionary 
potential of ETFs and still recognize the size, scope, stability and flexibility of me mutual fund industry 
and its historical track record of innovation and adaptability. 

9. When should we expect to see the first actively managed ETFs? Not for a while. 31% 
don't even see the need to create them. Another 31% said we will have to wait until 2002 
believe it could be as "early" as the second half of 2001. Only one expert thinks it could 
within a year. 
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10. How large could actively managed funds grow in dollar terms? The average forecast 
to grow sharply in the first year to $58 billion, and then slow their growth trend some 
assets up to $244 billion after five years. The highest estimate here was $500 billion, 
as the high estimate on the index-based side. 

11. What is the possibility of fixed-income ETFs being created? Half of our experts believe 
first fixed income ETF will be created within one year, while the other half believed it i 
accomplished within three years. 

CHAPTER FIVE (Voice of the Investment Professional — Brokers &. Planners) 

1. What percent of their clients use ETFs? The average early adopting broker is currently 
18% of his/her clients' portfolios, while allocating 11% of their clients' total assets to these 

2. Do brokers use ETFs purely as trading vehicles or as part of a longer-term buy and hold 

Not one respondent indicated that the primary application for these products was to fa 
strategies. Fifty-five percent said their main reason for buying them was primarily for Iong- 
and hold purposes. The other forty-five percent said they used ETFs for a roughly even 
trading and buy and hold. 
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3. If these brokers and their clients were not using ETFs, what vehicles would they allocate 
assets to? Thirty-four percent said actively managed funds. This was the highest response 
clearly illustrates how these index-based products are already competing not just with 
funds, but with actively managed equity funds as well. Individual securities were mentio|ned 
of brokers as the primary source of funds for ETF purchases. This is an often over looked 
ETFs are just as likely to take business away from individual stocks as they are to take it 
funds. Index funds were mentioned as the primary targets for redistribution by 24% of bi 

4. How satisfactory is the compensation available from the sale of ETFs? Could it deter bi 
using these products? Forty-five percent said the compensation was sufficient and that it 
be a deterrent to recommending ETFs over other products. However, fifty-five percent sa 
compensation available was anywhere from somewhat low to very low and that this would 
from being a small to a significant deterrent. 
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If brokers were to purchase actively managed ETFs what other investments would they replace or 
forgo? Forty-seven percent said primarily individual securities, while 20% said a mix of {mds and 
securities. Only 19% would primarily reallocate assets from mutual funds. 



CHAPTER SIX (Vpice of the Retail Cummer) 
1. What are the most compelling benefits offered by ETFs? Among the active inquirers twe > 

stood out as being particularly compelling: first, lower expense ratios and second, tax 



effi aency. 



2. Will active inquirers eventually buy an ETF? Sixty-nine percent responded that they w 
very or extremely interested. 

3. Will retail ETF purchasers buy again? Fifty percent said that they were either very or extremely 
interested, while 25% were somewhat interested. 

4. How are retail early adopters most likely to finance their ETF purchases? Sixty percent ( 
respondents indicated that they would sell, or forgo purchasing, individual stocks. 

5. What percent of their assets have retail purchasers allocated to ETFs? As expected, the ar 
is rather small so far. Three quarters of ETF purchasers have placed less than ten percent o 
portfolio into these instruments, while the other quarter have allocated less than twenty percent. 
The average percentage across all respondents was 8%. 



6. Do retail customers use ETFs purely as trading vehicles or as part of a longer-term buy 
strategy? Seventy-five percent of our retail users/ inquirers said their intention is to use tl 
primarily for buy and hold purposes, while the remaining 25% said they would use them 
both long term and trading oriented strategies. 

CHAPTER SEVEN (Vpice pf t he "Prospect" Pa llia tion) 

1. Forty-one percent of the investing public is at least moderately familiar with exchange 1 
funds. This is an impressive level of awareness for this early stage in their development, a 
of the very limited promotional effort behind them to date. 

2. Forty-seven percent of respondents indicated some level of interest in purchasing ETFs. 

also a very high figure at this early stage. If ETFs can deliver on their promises and effectiviely 
communicate their benefits to investors, they will find plenty of potential interest in these products. 
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Index-based ETFs are nearly as likely to take money away from actively managed 
as they are from index funds. They are drawing some investors over to the other side of 
active/ passive divide, not because people are becoming more committed to the philosophy 
indexing, but because of the full package of other benefits which ETFs are now wrapping 
index-based structures. 

The higher the level of investable assets, the greater the familiarity with ETFs. This is 
with market research in other areas which shows that affluent consumers, because they c 
more products and services and are therefore more heavily courted, tend to have much high 
awareness levels of a broad variety of financial and non-financial products. 

Tax efficiency and flexibility, trading flexibility and lower expense ratios compared with mutual 
funds were the most appealing features of ETFs across the entire sample group. Continuous pricing 
throughout the trading day was noj considered to be a very important feature, even though that is the 
one that is most often mentioned in the financial press. 



7. Respondents who have brokerage accounts are more attracted to every one of the key 

ETFs than are those who do not They also indicate a greater likelihood of actually purchasing 
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8. Internet brokerage customers are particularly passionate about ETF benefits. They are 
likely than the average investor to consider purchasing them. Sixty-nine percent expressed 
some purchase interest. 
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EXCHANGE TRADED FUNDS: MYTHS AND MISUNDERSTANDINGS 

As the number and popularity of exchange traded funds has increased over the past couple 6t years, a 
number of myths and misunderstandings have arisen among investors. The most common ol these are 
listed below with a rebuttal for each. 

1. ETFs are Closed-End Funds. 

This has been a common misconception among investors since ETFs were first introduced, 
closed-end funds. By closed-end, we mean a fund that issues a finite number of shares. All of 
ETFs are index-linked and are structured as open end investment management companies ( 
continuously issue new and redeem existing shares). Because ETFs continuously issue new 
investors are not subject to the potential liquidity issues encountered by closed-end funds. 

2. ETFs are derivatives and, therefore, risky. 

Technically, ETFs are "derivatives" in as much as they derive their performance from the perform! 
of an underlying basket of individual securities. They do not, however, carry any greater 
than would be assumed by purchasing each of the securities that comprise the underlying basket. 

anything, they are less risky, since an investor can sell the entire basket with one trade. For the 
ETFs do not invest in derivative products that are commonly thought to carry a higher level ol 
as options and futures. 

3. ETFs use leverage. 

The current universe of index-linked ETFs does not use leverage to enhance returns. 

4. Only institutional investors use ETFs, 

While the original target market was the institutional investor, the reality is that many different retail 
segments also use ETFs for a variety of purposes. The level of ETF ownership by retail investors continues 
to grow, as more investors learn about ETFs and understand how to use them in their portfo i 

5. ETFs are only applicable for short-term trading investment strategies. 

In reality ETFs can be used in a buy and hold investment strategy, a tactical asset allocation program 
or as a trading vehicle. Since all current ETFs are linked to an underlying equity index, a buy ind hold 
investor may opt to purchase shares of an ETF instead of shares of an index-based mutual fund. In 
an asset allocation program, ETFs can be used to enhance the returns of other investments by over- 
weighting particular sectors or markets. For the active trader, ETFs represent a way to take a position 
in entire markets with a single, cost-effective trade. 

6. ETFs are primarily a threat to mutual funds and other pooled investment vehicles. 
Actually ETFs are more likely to redistribute business from individual securities than they are from 
mutual funds. The brokers and planners we interviewed were roughly equally likely to fund ETF 
purchases from either funds or securities, while both groups of retail investors we surveyed were more 
likely to convert stock holdings than to liquidate mutual funds. 

7. The main selling point for ETFs is their continuous pricing which enables trading at any time. 

In reality, both current and potential retail ETF investors rate continuous pricing as the least important 
feature that these innovative products have to offer. Twice as many name tax efficiency, tax flexibility 
and low expense ratios as being the primary reason for their actual or potential purchase decision, 



EXECUTIVE SUMMARY 



Exchange Traded Funds: A Revolution on the Horizon? 



INTRODUCTION 

Index-based ETFs have exploded in popularity over the past year, and product developme it in this 
emerging area has kicked into high gear at several major institutions. Some are claiming that these 
products represent a fundamental challenge to the traditional mutual fund industry. How big is the 

threat? What distribution channels and asset classes are most vulnerable? How can asset managers and 
distributors participate in the growth of this innovative class of products? What types of firrr s are best 
positioned to benefit? 

This research study provides answers to these questions and much more. It begins by laying a solid 
foundation in the form of a basic primer that reviews the history and mechanics of exchange traded 
funds within the United States. It provides an overview of their structure and method of operation, and 
discusses the important features and benefits that distinguish them from competing produc s such as 
open- and closed-end mutual funds. Also included are an in-depth analysis of potential demand and 
target markets as well as a look at the early leaders in ETF product development, and expectec changes 
to the competitive landscape in the near future. 

This forward-looking document includes expectations and forecasts based on in-depth interviews and 
surveys of pioneers and institutional experts in the held, supplemented by the views of brokers and 
planners that are actively using ETFs in their client portfolios. We also explore the attitudes and 
of retail "early adopters" that have either purchased an ETF or have actively inquired about them. 
Finally, we delve into the opinions of more than 800 general retail investors that represent t^e future 
potential demand for the ETF industry. 

This primary source research serves as the foundation for forecasts concerning future prodjuct 
development and expected growth rates for various ETF product types, and for an assessmer t of the 
potential threats and opportunities that ETF's will create for various financial institutions over the 
next several years. 

ETF HISTORY. STRUCTURF & MECHANICS 

Although SPDRs have been around since 1993, they did not really gain acceptance until the 



Index began its long string of outstanding performance in the mid to late 1990's. Since then, 
of ETFs, shares outstanding and market value of ETFs has virtually exploded. Today, ETF 
among the most actively traded issues on the American Stock Exchange on a regular basis, 
opposite provides a brief overview of the growth of a number of ETF vehicles. 
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If we include the assets of the nine HOLDRs (approximately $12 billion as of 3/31/00), total] assets in 
all ETF and ETF-like products is about $48.6 billion. Even as we go to press, Barclays is in the nkidst of a 
substantial roll-out of new products, with the first four in the series attracting $1.2 Billion in just the first 
two days of trading. 

How Exchange Traded Funds Work 

ETFs were originally designed by institutional investors for institutional investors as a way to get 

around the discount/ premium issues that are inherent with closed-end funds. Because closed-end funds 
issue a finite number of shares, when an investor wishes to buy or sell shares of the issuing bompany 
they must do so in the secondary market (like any other stock). When supply and demand get out of 
balance (i.e., when there are more sellers than buyers or vice versa) their share values can, and do, trade 
at significant discounts or premiums to their book value (NAV). 

The ETF structure alleviates this problem in two ways. First, ETFs can continuously issue new shares 
or redeem existing shares, thereby providing needed liquidity for both buy and sell sides of t ie market. 
Secondly, their structure and method of operation allows institutional investors to arbitrage in any 
discounts or premiums that may arise. 

Tax Treatment 

AH exchange traded funds are structured so they qualify for favorable tax treatment under the 1 U.S. Tax 
Code. Like traditional open-end mutual funds, they avoid any tax liability by paying out at least 90% 
of all income received, and net capital gains realized, to shareholders annually. Where they differ 
significantly from open-end funds is in the way they handle redemption requests to take advantage of 
certain tax-efficiency rules permitted under the Tax Code. 

An ETF can only satisfy redemption requests by transfers in-kind i.e., by transferring the underlying 
securities to the investor. Because of this in-kind requirement, the ETF has the luxury of being able to 
identify which securities it will transfer to the investor. It can, therefore, choose to transfer those 
with the lowest cost base and effectively eliminate any unrealized tax liability. This ability to pick 
and choose securities makes the ETF substantially more tax efficient than the traditional mutual fund. 



Unique Selling Features vs. Index Mutual Funds 



Being a hybrid product, ETFs provide investors with the same level of diversification one wfould find 
in an index-based mutual fund, as well as a number of additional features that normally pertain only to 
stocks. For instance, they offer continuous pricing throughout the day; they can be bought cn margin, 
can be sold short even on a down tick, and can be used for hedging purposes. 

The International Arena 

Substantial product development efforts are underway in many overseas markets. These include: Canada 
(iUnits S&P/TSE 60 Participation Fund from Barclays), Hong Kong (TraHK fund from State Street Global 
Advisors), Germany (LDRS ("Leaders") from Merrill Lynch), and the United Kingdom (iFTSElOO from 
Barclays), with Australia already active, and Sweden & France in the process of preparing for ETFs. 

The SEC Waiting Game 

One of the biggest obstacles to bringing an exchange traded fund to market is navigating a very 
complicated and drawn out regulatory approval process. The following table provides a gl mpse 
into this frustrating process and shows just how long it can take. 
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INTERVIEW RESULTS 

1 . By 2007, our expert forecasts predict that total ETF a: 
range from $445 billion to $1 trillion. 



s (index-based + actively managed) will 



2, The ETF experts we interviewed believe that the ETF industry will ultimately fall into a bar bell shape 
with a number of very large and a number of niche ETF specialists. 



3. Most of these experts do not expect to see the introduction of actively managed ETFs until at least 
2002. 



4. Brokers and planners that actually use index-based ETFs today, indicate that if actively managed ETFs 
are introduced, they will reallocate assets primarily from individual securities, not mut tal funds. 

5. Retail investors indicate that they also would sell or forgo individual stocks more often than they 
would liquidate mutual funds in order to fund their ETF purchases. 

6. Investors use ETFs primarily as part of a longer-term buy and hold strategy, not as trading vehicles. 
There is unanimity between all three of our investor groups (brokers/ planners, retail users and general 
investors), with all three weighing in against the myth that ETFs are primarily tools for active traders. 
Seventy-five percent of our retail users/inquirers said their intention is to use these products 
primarily for buy and hold purposes, while the remaining 25% said they would use then 
of both long term and trading oriented strategies. 

FRC's PERSPECTIVE 

FRC expects that index-based ETF assets will continue their recent dramatic growth rate for many years 
to come. Indeed, we believe that ETF's may turn out to be the most significant new product category 
of this new decade. But that does not mean that mutual funds will be disappearing any tim^ soon, or 
that the overall viability of fund management companies is in any sense problematic. 

Are index-based ETFs a threat to fund companies? That depends on the attitude of the 
and how it defines itself. If a firm looks at itself as only being in the business of managing and /or 
distributing traditional open-end funds, and does not have a vision for expanding beyond tha : narrow 
definition, then the growth of ETF's is most definitely a threat to their franchise, as is the growth of 
separate accounts and other vehicles that compete with traditional funds. However, if a comr, any sees 
itself in broader terms, as a manager/ distributor of pooled investment vehicles, then ETF's do not need 
to be feared or fought, but rather embraced as a logical extension of their business and a 
to bring their asset management expertise to a new audience. 

The greatest threat to a fund company from index-based ETF's is not necessarily to its assets, but to 
its margins. Assets can potentially be retained by offering one's own ETF's, but if this is 
will lead to substantial margin erosion for those assets that are converted from traditional higjh fee funds. 
The expense differences are dramatic. Most ETF's charge less than half the average of comparable index 
funds, and from one third to one fifth of actively managed funds. State Street recently dropped the fee on 
its popular SPDRs to only 12 bp; Barclays' new S&P 500 Index-linked product has lowered tl|ie bar to 9 
basis points. 

Index-based ETFs should be looked at as an opportunity to bring individual security buyers back 



the world of pooled vehicles and to re-capture the wallet share that has been lost over the past couple 
of years to the discount and on-line brokerages. 

Until actively managed ETFs can be created, ETF's will primarily draw business away from 
stocks, index funds, closed end funds, UITs and sector funds. While they have already beg j 
some business away from actively managed funds, the dollar amounts relative to total actively 
assets are still quite small. Those fund companies that don't have significant exposure to 
vulnerable areas have little short-term reason to fear cannibalization, but rather they have 
to take business away from the large players in these product types. 
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Actively managed ETFs have yet to be filed with the SEC because nobody has yet been able to figure 
out how to create one. Indeed, most financial professionals find it hard to conceptualize how such an 
instrument might be constructed even in theory. 

Of course, even if the conceptual and technical issues can be worked out, there are very distinct 
regulatory hurdles that will then have to be faced. Paul Roye, the director of the SEC Division of 
Investment Management, has already expressed pre-emptive concerns about actively managed ETFs 
from both a technical and a policy perspective. 

Nearly all of the experts we interviewed believe that index-based ETFs are a significant challenge 
to traditional index mutual funds, but only one-third saw actively managed ETFs as a sigi lificant 
challenge to traditional actively managed mutual funds. Those that did believe that the actively 
managed version would emerge as a meaningful challenge, however, did not see it happening for 
at least two more years. 

Expectations for index-based ETF asset growth over the next one, three, and five years are very similar 
to those for actively managed ETF growth over the same periods, beginning with the introduct on of the 
first products in this new class (still two years away). This means that ETFs are currently expected t< 
have a much larger percentage impact on traditional index funds than upon traditional actively 
managed funds. 

Over the next five years, our panel of experts forecast asset growth for index-based ETFs will 
moderately in terms of total dollars, but will slow in percentage terms to a range of 30%-50% per year. 
The average projection calls for assets of $201 billion in five years time, though estimates ranged as 
high as $500 billion. Consensus figures call for index-based ETFs to capture 27% of total inc ex fund 
assets by 2005, compared to just 8% today. 

If actively managed ETF products can ultimately be brought to market by 2002, the average expectation 
is for assets to grow rapidly during the first year to $58 billion. Early adopters will fuel this growth, 
transferring assets from individual equity holdings, a pool of as much as $10 trillion in assets by 2002, 
and equity fund holdings, a pool of about $4 trillion (household assets only— institutions excluded). 
After that the challenge of educating the majority of investors will take over, causing growth rates to 
fall to the range of 30%-50% annually, and bringing total actively managed ETF assets to $244 billion 
five years out in 2007. Here again, estimates ranged as high as $500 billion. 

FRC believes that over time both classes of ETFs will become substantial competitors to 
mutual funds and other investment products. This does not however mean that they are necessarily a 
threat to traditional asset management companies. Rather, we view ETFs as a logical extension of what 
the fund industry already offers. This is just another significant innovative step in the evolut on of an 
industry that has consistentiy shown flexibility and a willingness to transform itself over tim<: in order 
to continue to meet the changing needs of the investing public. 

On the index-based side, the competitive trend is well underway. If a company sees indexed products as 
a meaningful component of its business strategy, then the rime to begin product development efforts 
this area is now. However, those firms that are committed to an exclusively actively managec approach 
may still have a window of time to monitor developments before they need to actively pursue their 
own development plans. 



Firms that want to exercise market leadership should consider beginning an active research 
in preparation for ETF development down the road. This is true even if firms don't see thei 
indexers. There is a big learning curve that must be worked through with these products. Thep creation 
is far more complicated than anything most product development departments have had to deal with 
in the past. 

It would be wise for firms to "incubate" a knowledge base about how these products are constructed. 
Begin now with even a single index fund, and then migrate up to an enhanced index fund as the technical 
difficulties with this are worked out (expected by year-end). 

We also recommend that you refer to the following sections of this Study for further insights on some 
of the issues we have uncovered in our research: Key Study Findings; Exchange Traded Funds: Myths and 
Misunderstandings; and Frequently Asked Questions (Chapter Ten). 



INTRODUCTION 



This research paper provides a history of the development of Exchange Traded Funds (ETFs) within 
the United States - investment vehicles with monikers such as SPDRs, DIAMONDS, HOLDRs, QUBES 
and WEBS. It also provides an overview of their structure and method of operation, and di 
the important features and benefits that distinguish them from competing products such as open- a 
closed-end mutual funds. Also included are in-depth analyses of potential demand and target 
a look at the early leaders in ETF product development, and expected changes to the competitive 
landscape in the near future. 

This forward-looking document includes expectations and forecasts based on in-depth interviews and 
surveys of pioneers and institutional experts in the field, supplemented by the views of brokers and 
planners who are leading the way in employing ETF solutions in their client portfolios. In ad 
these professionals, we have also surveyed pioneering retail investors or early adopters who are either 
actively investigating ETFs or have already purchased them. Finally we surveyed more than 8(0 general 
retail investors or prospects to see where the next wave of ETF demand may emerge from. This primary 
source research serves as the foundation for forecasts concerning future product developmt nt and 
expected growth rates for various ETF product types, and for an assessment of the potentia 
and opportunities that ETFs will create for various financial institutions over the next several years. 

DEFINITION 

Exchange Traded Funds are hybrid investment instruments that give investors an interest in a portfolio 
of securities (like a mutual fund), but also give investors the flexibility of trading the entire portfolio 
as a single entity (like a stock). All ETFs on the market today have portfolios that are reflective of the 
portfolio of an underlying benchmark index, and generally track the performance of that index. There 
is, however, discussion about the possibility of introducing a more actively managed type of portfolio at 
some rime in the future. 



HISTORY AND STRUCTURE 



The most popular and oldest of the existing 
ETFs in the United States is the Standard & 
Poor's Depository Receipt* or SPDR 
(pronounced 'spider') which was introduced in 
1993. The origination of the concept, however, 
came from Professor Nils Hakansson who 
published a paper entitled "The Purchasing 
Power Fund: A New Kind of Financial 
Intermediary" in the 1976 November/ 
December issue of Financial Analysts Journal. 
The key aspects of this theoretical fund that had 
implications for the later development of the 
ETF were the fact that the underlying assets of 
the Purchasing Power Fund were index funds, 
and that the return of the Fund would be 
derived from the performance of the 
underlying asset'. 

In the 1980's, Hakansson's idea was developed 
further by the firm of Leland, O'Brien, 
Rubenstein Associates who were known for 
developing portfolio insurance products. They 
believed there might be a demand for a 
simplified version of the Purchasing Power 
Fund as a hedge product and, with the backing 
of a number of large institutional investors, 
created what they called a 'SuperTrusf . 

The key to making the SuperTrust work was 
having an underlying index investment that 
could be listed on a stock exchange and could 
continuously offer and redeem shares (like a 
traditional open-end mutual fund). This was the 
genesis of the ETF. The only difficulty with this 
proposition was that the SEC had not yet 
authorized securities that could have both of 
these properties. 

In the early 1990's Leland, O'Brien, Rubenstein 
Associates (LOR) petitioned the SEC for an 
exemption to the existing rules to allow it to 
create the ETF as envisioned in the SuperTrust 
(i.e., to continuously create and redeem shares 



and trade on the stock exchange). They had 
chosen the S&P 500 Index as the benchmark and 
called the vehicle the "Index Trust S iperUnit". 

After much legal wrangling and expense, the 
SEC granted the requested exemption and the 
SuperTrust and Index Trust Superl. nit 
introduced in 1993. 

Two events subsequendy coincided which 
made both products unmarketable: they were 
still too complex to be readily understood by 
the marketplace; and the market fo ' hedge 
products had dried up. With few safes and 
little marketability, the SuperTrust 
terminated in 1996. 

Because the Index Trust SuperUnit ■ 
marketed as an underlying hedge product, it too 
suffered from a lack of demand. However, a few 
people saw the potential to use this lype of 
vehicle to directly trade the S&P 500 Index a 
it were a listed security. 



THE AMEX CREATES SPDR*s 



V Rubenstein Associates 



Taking advantage of the SEC 
that Leland, O'Brien, 
obtained, and recognizing an 
AMEX, through its subsidiary 
Services Corporation and with help 
Street Bank, petitioned the SEC for 
to introduce a stand-alone S&P 500 
ETF. They were granted the exempt! 
1992 and the SPDR was introduced 
1993, structured as a unit investment 
State Street Bank & Trust is the 
while for the product to catch on 
It was not until the media began 
outstanding performance of the S&P 
mid-1990's, and the fact that most 
managers were underperforming the 
that investors began to really pay attention to 



e Trustee, 
n with 



1 Special thanks to Levitt, NovakoffB Company fir the historical information, on the SuperTrust and the Index Trust SuperUnU. 
information was obtained from their research paper entitled "Exchange Traded Funds " dated August 1999. 
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the idea of index investing. Coupling this idea 
with the ability to trade an index like a stock 
seemed like the perfect match. SPDRs trade on 
the AMEX under the ticker "SPY". 

SUBSEQUENT ENTRANTS 

MidCap SPDR-s {May 1995) 

Following on the success of the original large- 
cap SPDRs, the AMEX introduced the MidCap 
SPDRs in May 1995. Also a UIT, with State 
Street Bank & Trust as the Trustee, the MidCap 
SPDRs use the S&P 400 Index as their 
underlying benchmark Ticker "MDY". 

World Equity Benchmark Shares"" 
(March 1996) 

Eyeing the success of the domestic entrants and 
with index products in general, Morgan Stanley 
joined forces with Barclays Global Fund 
Advisors, Funds Distributor Inc., PFPC, Inc. and 
the AMEX in 1996 to create the only successful 
international entrant to date — World Equity 
Benchmark Shares. Morgan Stanley acts as an 
Authorized Participant, Barclays is the portfolio 
manager, FDI was the Distributor 2 , and PFPC is 
the Administrator. Unlike the SPDRs products, 
WEBS were structured as an open-end 
investment management company (i.e., a 
mutual fund), which gives the manager 
(Barclays) some additional investment discretion 
that is not available through the UIT structure. 
We'll explore these structural differences and 
examine the pros and cons of filing as a UIT or a 
fund in Chapter three. 

There are currentiy 17 WEBS trading on the 
AMEX covering the following countries: 
Australia (EWA), Austria (EWO), Belgium 
(EWK), Canada (EWC), France (EWQ), 
Germany (EWG), Hong Kong (EWH), Italy 
(EWI), Japan (EWJ), Malaysia (Free) (EWM), 
Mexico (Free) (EWW), Netherlands (EWN), 
Singapore (Free) (EWS), Spain (EWP), Sweden 



2 WEBS are now calki "iShares" and the distributor is SEJ Investments Distribution Company. 



(EWD), Switzerland (EWL) and United 
Kingdom (EWU). 

Barclays will be introducing an additional eleven 
international iShares in the very nea ■ future. 

DIAMONDS™ (January 1998) 

DIAMONDS is a unit investment trujst that 
contains the 30 stocks in the Dow Jones Industrial 
Average Index and uses this index as 
benchmark. The Trustee is State Street Bank and 
Trust Company and the Sponsor is FDR Services 
LLC, a division of the AMEX. DIAMONDS trade 
on the AMEX under ticker "DIA". 

Telebras HOLDR"s (July 1998) 

Merrill Lynch introduced this new 
product, known as Holding Company 
Depository Receipts, in July 1998 to give 
investors a convenient vehicle for in zesting 
all of the new entities created by the break-up of 
Telebras — Brazil's state-owned 
company. Telebras was split into 12 
publicly traded entities. Merrill 
twelve ADR's that represent each of me new 
entities into one instrument known 
Telebras HOLDRs. Each Telebras HOLDRs 
represents an investor's undivided 
the 12 separate American Deposit 
They are the first, and so far, only 
trade on the NYSE. Ticker symbol T?H. 

Technically, HOLDRs are not exactljj ETFs in 
the narrow sense, but in a broader sense they 
can be grouped together since they contain 
many of the same features and seek to meet 
similar investor needs. 

Merrill Lynch is in a position to play multiple 
roles as a sector manager and ETF distributor. 
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Select Sector SPDR's (December 1998) 



To give investors additional investment flexibility and capitalize on the trend toward sector nvesting, 
State Street Bank and Trust Company introduced a series of nine sector SPDRs at the end of 1998. Each of 
the sector SPDRs uses sub-sections of the S&P 500 as its respective benchmark index, Combi led, the nine 
sector SPDRs comprise all of the companies that make up the S&P 500 Index: Basic Industries (XLB), 
Consumer Services (XLV), Consumer Staples (XLP), Cyclicals/ Transportation (XLY), Energy (XLE), 
Financial (XLF), Industrial (XLI), Technology (XLT) and Utilities (XLU). State Street Bank and Trust is the 
manager of the Select Sector SPDRs. Ail Sector SPDRs trade on the AMEX. 

Nasdaq-100® (March 1999) 

Called 'QUBES' in the industry because of their trading symbol <QQQ), the Nasdaq-100 Index is a unit 
investment trust created by the Nasdaq/ AMEX that is similar in many ways to DIAMONDS. It allows 
an investor to "buy" the 100 stocks that currenUy make up the Nasdaq-100 Trust with a sing] e trade. 
Here, the exchange and the index provider are the same institution. 

New HOLDRs (1999/2000) 

Merrill Lynch has continued to expand its offerings of these Holding Company Depository P eceipts to 
compete with the various AMEX sector ETFs. New HOLDRs recently introduced: 



HOLDRs 


Month Introduced 


Ticker Symbol 


Internet HOLDRs 


September 1999 


HHH 


Biotechnology HOLDRs 


November 1999 


BBH 


Telecom HOLDRs 


February 2000 


TTH 


Pharmaceutical HOLDRs 


February 2000 


PPH 


B2B Internet HOLDRs 


February 2000 


BHH 


Internet Infrastructure HOLDRs 


February 2000 


HH 


Internet Architecture HOLDRs 


February 2000 


IAH 


Broadband HOLDRs 


April 2000 


BDH 



Unlike the Telebras HOLDRs, these new HOLDRs trade on the AMEX. 



MORE TO COME... 

Barclays Global Fund Advisors has licensed virtually all of the well-known indexes and is planning to 
introduce up to 50 new ETFs, which it is dubbing iShares. The first wave of these new entxinte began 
trading on the AMEX on May 19, 2000 (these are highlighted in the entire line-up listed bel >w): 



Standard & Poor's Indexes 

• S&P 100 

• S&P 500 Index 

• S&P 500 /BARRA Value 

• S&P 500/BARRA Growth 

• S&P Midcap 400 

• S&P Midcap 400/ BARRA Value 

• S&P Midcap 400/ BARRA Growth 

Dow Jones U.S. Broad Market Indexes 

• Total Market 

• Large Cap 

Dow Jones U.S. Broad Sector Indexes 

• DJUS Basic Materials 

• DJUS Consumer Cyclical 

• DJUS Consumer Non-Cyclical 

• DJUS Energy 

Dow Jones U.S. Industry Sector Indexes 

• DJUS Advanced Technology 

• DJUS Internet 

« DJUS Health Care 

• DJUS Real Estate 

• DJUS Financial Services 

Russell U.S. Equity Indexes 

• Russell 1000 

• Russell 1000 Growth 

• Russell 1000 Value 

• Russell 2000 

• Russell 2000 Growth 

• Russell 2000 Value 

International Indexes 

• S&P Euro 

• S&P Euro Plus 

• S&P/TSE 60 



S&P Small-Cap 600 
S&P Small-Cap 600/ BARRA Value 
S&P Small-Cap 600 /BARRA Growth 
S&P Super Composite 1500 
S&P Super Composite 1500/BARRAValue 
S&P Super Composite 1500 /BARR^ G 



Midcap 
Small Cap 



DJUS Industrial 
DJUS Technology 
DJUS Utilities 



DJUS Petroleum 
DJUS Basic Utilities 
DJUS Transports 
DJUS Chemicals 



Russell 3000 
Russell 3000 Growth 
Russell 3000 Value 
Russell Top 200 Index 
Russell Midcap Index 



DJ Global Media Sector 

DJ Global Pharmaceuticals Sector 

DJ Global Telecommunications Sector 



Pricing on the new Barclays ETFs is aimed directly at the competition. The iShare tracking tht 
Index will charge an annual fee of just 0.09% (as compared to 0.18% on the Vanguard 500 Ini 
and 0.12% for SPDRs). The iShare for the Russell 1000 will charge 0.15% annually, while the . 
Jones Sector iShares (Internet and U.S. Technology) will each charge 0.60% per year. Barclays 
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taken one more shot at SPDRs — their new 
iShares are able to reinvest dividends on a 
daily basis, just like ordinary mutual funds. 
Mth SPDRs, dividends are only reinvested on a 
quarterly basis. 

Barclays has also made application to, and 
received approval from, the SEC for permission 
to introduce eleven new WEBS (now called 
iShares). The new iShares will be for Brazil, 
Greece, Indonesia (Free), South Korea, Portugal, 
Taiwan, Thailand (Free), Turkey, South Africa, 
EMU and the United States (for Japanese 
investors only). 

If all of these funds are eventually rolled out, 
this would bring Barclays' total iShares 
offerings to 28 and their grand total of ETFs to 
as high as 78. Forty-four of these would be 
domestic and thirty-four would be international. 

State Street Global Advisors is also planning to 
introduce an additional eight ETFs in the first 
half of 2000. Four of these will be based on the 
new Dow Jones Indexes covering the large 
growth, large value, small growth and small 
value asset classes. One will be based On the 
Dow Jones Global Titans Index and the 
remaining three will be based on sectors: 
Wilshire REIT Index, Morgan Stanley High Tech 
35 Index and the Morgan Stanley Internet Index. 

Not to be left behind, the venerable Vanguard 
Group has also announced it will enter the ETF 
arena under the moniker of VIPERs (Vanguard 
Index Participation Equity Receipts). On May 
12th, Vanguard announced it had made 
application to the SEC for permission to 
introduce an ETF class of shares on all nine of 
its existing index funds. Initially, however, 
Vanguard has said it will introduce ETFs only 
for five of its existing index funds — the 
Vanguard 500 Index fund, the Vanguard Growth 
Index fund, the Vanguard Total Stock Market 
Index fund, the Vanguard Value Index fund and 
the Vanguard Small Cap Index fund. 
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As ETFs continue to gain acceptanc > by 
institutional and retail investors alike, there will 
no doubt be additional products 
the future. As of the date this study 
press, we know of applications ! 
Salomon Smith Barney and the 
Trust. In addition, we understand 
and Kydex Funds have made application 
introduce ETFs as a new share class for some of 
their existing funds. The media hav ; also made 
mention of possible applications by Nuveen 
Investments. 

A recent Institute for International Research 
(IIR) conference on Exchange Traded Funds ir 
New York (May 15th) attracted an overflow 
crowd and has prompted IIR to coi 
offering a follow-up conference on ETFs in the 
near future. Clearly there is a great deal of 
interest in this new investment proc uct. 

GROWTH OF EXCHANGE TRAD ED FUNDS 
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While the SPDRs were introduced in 
did not really gain acceptance until 
began its long string of outstanding 
in the mid to late 1990's. Since then, 
of shares outstanding and market 
SPDRs have virtually exploded. As 
2000 there were approximately 117 million 
shares outstanding with a market value of about 
$16.8 billion. SPDRs rank among t 
most active issues on a regular basis. 

The value of SPDRs pales in 
value of the assets in the S&P 500 
funds (the Vanguard 500 Index Ft 
approximately $110 billion). It does, 
represent a 36% increase in the 
outstanding, and a 55% increase in 
since the beginning of 1999. During 
period the Vanguard fund grew by 
overall index funds by 35%. The tabl 
provides an idea of how some of 
vehicles have attracted attention in 
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Market 


Market 


% 




(millions) 


(millions) 




Value 




Chang, 




1/20/99 


4/20/00 




(millions) 

1/20/99 


(millions) 
4/20/00 




SPDRs 


86.0 


117.2 


36.3 


$10,817 


$16,756 


54.9 


MidCap SPDRs 


19.3 


28,3 


46.6 


1,396 


2,396 


71.6 


DIAMONDS 


5.0 


18.7 


274.0 


467 


1,997 


327.6 


Sector SPDRs (9) 


21.0 


79.2 


277.1 


614 


2,730 


344.6 


WEBS (17) 


98.4 


135.5 


34.2 


1,070 


1,956 


82.8 


Nasdaq-100 


N/A 


120.5 


N/R 


N/A* 


10,778 


N/R 


Totals 








$14,364 


$36,613 


154.9 



'Inception date of Nasdaq-100 wis 3/10/99 



If we include the assets of the nine HOLDRs 
(approximately $12 billion as of 3/31/00), total 
assets in all ETF and ETF-like products is about 
$48.6 billion — a fairly impressive number for 
what some might call a niche product. 

One of the more successful ETF introductions 
was the Nasdaq-100 tracking stock. Introduced 
on March 10, 1999, at the height of the tech 
boom, assets in QUBES have grown to nearly 
$11 billion in just over a year (as of April 20, 
2000). This is really quite spectacular 
considering it took SPDRs six years to reach 
the same level. 

Exhibit l: 

Growth of Nasdaq-100 Tracking Stock 
Initial deposit of $239 million on March 10, 1999 



HOW EXCHANGE TRADED FUNDS WORK 



ETFs were originally designed by 
investors for institutional investors 

get around the discount/ premium 
are inherent with closed-end funds, 
closed-end funds issue a finite num 
shares, when an investor wishes to 
shares of the issuing company they 
in the secondary market (like any 
When supply and demand get out 
(i.e., when there are more sellers 
vice versa) their share values can, 
at significant discounts or premium!! 
book value (NAV). 
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Month 0 


t $239 million 




Month 2 


M $1.2 






Months 


mmm $ 


2.1 billion 




Month 7 


W—m $2.1 billion 




Month 8 




$2.9 billion 




Month 10 


Mi $4.0 binton 




Month 11 
Month 12 


.'iH $6.2 billion 


Month 13 








2 


4 e a 

billions of dollars 


10 12 



problem in two 
y issue new 
tr ereby 

and sell 
structure 
institutional 
discounts or 



The ETF structure alleviates this 
ways. First, ETFs can continuously 
shares or redeem existing shares, 
providing needed liquidity for both [buy 
sides of the market. Secondly, their 
and method of operation allows 
investors to arbitrage in any 
premiums that may arise. 

Creation/Redemption Process 

Rather than sell their shares to the public for 
cash like normal open-end mutual fund 
sponsors, ETFs will continuously s\ rap tl 
shares (in large blocks called Creaticn Units) 
with institutional investors for a pc rtfolio of 
the actual securities that make up t le 
underlying index. There is also a ba anting 
entry of cash to make up for any dividends that 



have been received on the underlying securities. 

While individual investors are able to participate in this swapping program, for practical pi; 
size of the portfolios and the costs associated with creating and redeeming will be prohibits 
individual investors. The table below will help put this in perspective. 
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ETF 

DIAMONDS 
SPDRs 
Nasdaq-100 
iShares Mexico 
iShares Japan 



t of Stocks/Unit 

30 



Creation Unit 

50,000 shares 

50,000 shares 500 $7 

50,000 shares 100 $4 

100,000 shares 32* $1 

600,000 shares 188* $9 

al number of securities that comprise the benchmark foreign index will change from time to time. 
"Costs are estimated based on April 17, 2000 market prices and will fluctuate. 



Appox. Cost/Unit' 



million 
million 
million 



For example, an investor would have to own all 500 stocks in the S&P 500 Index, in the same 1 weights ai 
occur in the Index, in order to create one SPDRs Creation Unit. Needless to say, one would ii 
substantial costs in accumulating this type of portfolio. 



ETFs are only created and redeemed in Creation Unit size aggregations, or in multiples tl 
DIAMONDS as an example, they could be created or redeemed in sizes of 50,000, 100,000, : 
Fractional Creation Units are not permitted. 
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Once the Creation Unit is issued, the institutional investor can simply hold the shares in tl 
portfolio as an investment or, and this is most often the case, they will sell the shares to ot 
in the secondary market. 

The redemption process occurs in the reverse manner. Unlike traditional open-end mutual 
can only be redeemed in Creation Unit sizes. If the investor does not have a sufficient numbejr 
of the ETF to comprise a Creation Unit, they will purchase the additional shares in the 
They then swap the Creation Unit with the sponsor for a basket of the underlying securities 
up the Creation Unit plus a balancing amount of cash. The investor can then simply retain 
in their portfolio or trade them as they deem appropriate. 

The Arbitrage Opportunity — Elimination of the premium/discount problem 

Where ETFs differ from open and closed end funds is in the fact that all Creations and Redemptit 
done via an exchange of securities, and that they are priced throughout the trading day on a stock 
exchange. An investor always has the ability to swap securities for ETFs or vice versa. This unique 
flexibility allows the investor to take advantage of differences that may arise in the market 
component (the underlying shares and the value of the ETF itself) and arbitrage in those di 
profit. For example, if the ETF is trading at a discount to NAV, the investor would bid the specialist at the 
discount exchange price for the necessary number of shares to make up a Creation Unit If th ; investor is 
successful in obtaining these shares at a discount to NAV, they would redeem the Creation U: lit of the 
ETF for the underlying portfolio of securities and sell those securities to realize a profit. This will reduce 
the number of ETF shares outstanding and bring trading and NAV prices back in line. The oj 



transaction would take place if the ETF were trading at a premium to the NAV. By swapping 
portfolio of securities for new Creation Units, the investor would be adding new ETF shares 
market, which will serve to bring the trading and NAV prices back into line. 
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This constant movement back and forth between the ETF and the underlying securities 
tends to eliminate the premium/discount problem that arises with closed end funds. 

Parties to the Creation/Redemption Process 

Establishing an ETF is not a solo affair — it requires an elaborate division o f labor that cannot be easily 



consolidated, This means that partnerships are required amongs t numerous specialists to ensure that the 
creation/ redemption process runs smoothly. The table below provides a list of the essential parties, along 
with a brief description of their responsibilities. 



Sponsor 

Advisor /Trustee 



Administrator 
Custodian 

Stock Transfer Agent 
Stock Exchange 
Specialists 

Authorized Participant 



The firm or group of individuals that actually sets up the ETF product 
Depending on the nature of the ETF, could be a pro! 



or a Trustee. If it is a pure replication of the underlying index, it is ukually a 
Trustee. If there is any need to make a derision as to which securitiei should be 
placed in the ETF, this will be an Advisor. Regardless of which entity it is, they 
set up the portfolio, and make any required changes due to changes in the 
underlying benchmark index due to corporate actions (i.e., stock spl ts, mergers, 
additions, deletions, etc.) 

Acts as the underwriter on an agency basis. Receives all orders to 
redeem in Creation Unit size aggregations; transmits all such orders to the 
Transfer Agent and ensures that the appropriate exchange of shares and cash 
takes place 

Carries out all administrative duties with respect to the management of fh : ETF 
(calculation of NAV, dividends and distributions, Board attendance and re xring, etc) 

Assumes custody of all securities representing the underlying portfolio 

Handles distribution of dividends and processes creation /redemption 

Provides a medium for the execution of buy and sell orders in the sec 

Act as "market makers" to ensure continuous marketability of product 

Broker /Dealer who, by agreement with the Distributor, is authori2ec. 
purchase and redemption orders for ETFs in Creation Unit size 



There is also an Auditor and Legal Counsel to tend to the usual tasks assigned to these parties. 



The following diagram may be of assistance in helping the reader understand the flow of se 
money between the various parties in a typical SPDRs Creation order. 

The key players in this scenario are as follows: State Street Bank and Trust (Trustee), ALPS Mutual Fund 
Services (Distributor), and Depository Trust Company "DTC" (Depository). 



Investor places a 
Creation Unit Size 
order (min. 50,000 
shares) with an 
Authorized Participant 



AP obtains current 
portfolio composition & 
cash component from 
Distributor (ALPS) 



AP receives 
basket of s 
cash from 
transmits" 
Trustee (Si 



and 

s shares to 
Street) 



t 



ALPS advises AP that 
SPDRs shares have 
been transferred 
to their account 
for their client 



DTCti 
position from Trustee's 
account to account of 
AP at DTC 



Trustee 
confirmation 
of portfolio 
from DTC ar 
SPDRs tc 



AP advises client that 
SPDRs are now 
available to them. 



Client sells SPDRs 
shares on the 
open market 



Client holds 
SPDRs shares in 
inventory 

* Note: All transfers of underlying securities and Creation Units are ime via the book-based system ofNSCC (National 
Clearing Corporation). Beneficial ownership of SPDRs is always in the name of the Authorized Participant and registered on 
DTC. Certificates of ownership are not issued. The AP will in turn, allocate ownership of the SPDRs to their client in the 
as any other security that is registered in street name. 



The Redemption process works in just the opposite fashion. If an investor owns sufficient shares 
ETF to equal a Creation Unit (e.g., 50,000 shares for a SPDRs Unit), they would advise the 
Participant that they wanted to redeem their ETF for the underlying basket of shares, and the AP would 
deal with the Distributor to settle the transaction. If the investor did not own a sufficient number of the 
ETF shares to make up a full Creation Unit, they would purchase the required number of shares in the 
open market. 

Tax Treatment 

All exchange traded funds are structured so they qualify for favorable tax treatment under 
Code. Like traditional open-end mutual funds, they avoid any tax liability by paying out 
of all investment income received, and net capital gains realized, to shareholders annually. 



the 



U.S. Tax 
least 90% 
Where 



they differ significantly from open-end funds is in the way they handle redemption requests to take 
advantage of certain tax-efficiency rules permitted under the Tax Code. 



In order to meet redemption requests, an open-end fund first uses existing cash balances and 
sells securities. Depending on the tax cost of the securities sold, and the amount of realized capital 
in the portfolio, the fund may or may not realize a capital gain that will have 



then, if necessary, 
osses already 
to be distributed to shareholders. 



An ETF, on the other hand, can only satisfy redemption requests by transfers in-kind i.e., 
the underlying securities to the investor. Because of this in-kind requirement the ETF has the 
being able to identify which securities it will transfer to the investor. It can, therefore, 
those with the lowest cost base and effectively eliminate any unrealized tax liability. This a 
and choose securities makes the ETF somewhat more tax efficient than the traditional mutual 



choose 



Both entities are required to sell securities when there is a change in the underlying benchmark Index, 
and this may or may not trigger a capital gain as well. If the ETF is able to swap out the affe 
securities during the redemption process, they may avoid realizing any capital gains on the changes. 

The table below provides an example of the capital gains distribution differences between SPDRs and the 
Vanguard 500 Index Fund. 



Year 


Vanguard 500 Index Fund 


SPDRS 


1993 


0.07% 


0.07% 


1994 


0.47% 


0.00% 


1995 


0.23% 


0.02% 


1996 


0.36% 


0.16% 


1997 


0.66% 


0.00% 


1998 


0.37% 


0.00% 


1999 


0.74% 


0.00% 
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Source: tfomingstar, AMEX, Vanguard Funds 



Expenses 

ETFs generally have annual operating expenses in line with low-cost index mutual funds. Investors will, 
however, incur brokerage commission expenses when buying or selling ETFs that are not a cost when 
purchasing the index mutual funds. Over time, particularly for an investor using dollar-cost [averaging, 
these expenses can add up. A comparison of the annual expenses for the ETFs and averages for some 
common index-based mutual funds is noted in Table 6 below. i 



ETF 

SPDR 

Mid-Cap SPDR 
Sector SPDRs (9) 
DIAMONDS 
Nasdaq-100 
iShares (17) 



0.12% + commission 
0.25% + commission 
0.27% + commission 
0.18% + commission 
0.18% + commission 
0.84%*+ . 



Source: Momingstar, AMEX 

WEBS expense includes a 25bp 12b-l fee 



Mutual Funds 

S&P 500 Index Funds 
Mid-Cap Index Funds 
Infl Index Funds 
Sector Funds 
Mid-Cap Growth Funds 
International Funds 



0,47% 
cj.33% 

q.95% 

1!.66% 
1^61% 
1171% 



UNIQUE SELLING FEATURES VS. INDEX MUTUAL FUNDS 

Being a hybrid product, ETFs provide investors with the same level of diversification one would find in 
an index-based mutual fund, as well as a number of additional features that normally pertain only to 
stocks. For example, with DIAMONDS an investor obtains the benefit of investing in an ent re portfolio 
of the 30 stocks in the Dow Jones Industrial Index while, at the same time, being able to trac e the entire 
portfolio as if it were a single security. Shares of DIAMONDS can be margined, they can be sold short 
(even on a down tick), and an investor can place limit orders to hedge against declining marjkets. 



Pricing 
Marginable 

Performance similar to that of 
underlying index 

Able to sell short 

Low portfolio turnover 

Tax efficient 

Ease of purchase/sale 



Index Mutual Rue'ds 



Throughout the trading day 



Yes, even on a down tick 



Yes — through broker 
(full service or discount) 

No — only in Creation Unit size 
aggregations. Shares can, however, 
be sold in the secondary market 



Index Mutual Fundi 

End of day only 



Index-based funds tend to be more 
tax efficient than actively managed 

Yes — through broker 
(full or discount) or direct 



When compared to other index-based mutual funds, the primary benefits of the ETF lie in its 
marginability and intra-day pricing. This gives the investor greater trading flexibility than is available 
with ordinary mutual funds. i 

STRUCTURAL DIFFERENCES 

Unit Investment Trust vs Open- and Closed-End Investment Management Companies 1 

Although Closed-end funds are not normally thought of as an ETF, they do have a number cjf similar 
characteristics. In the interest of providing a thorough discussion, we will discuss them withjn the 
context of a comparison to the ETF structures. 

All three vehicles are structured to qualify as a Regulated Investment Company (RIC) unde^ the U.S. 
Tax Code, By agreeing to annually pay out at least 90% of all investment income received anil net capital 
gains realized to shareholders, RIC's avoid having to pay tax (usually at a significantly highejr rate than 
individuals would pay). Beyond this, there are significant differences between all three. 
UNIT INVESTMENT TRUSTS (UIT) , 

Under the UIT structure, the Managers purchase the original portfolio, but once created it is fixed and 
remains unmanaged. This means that the portfolio composition is not changed during the life of the UIT, 
and this can work against shareholders in declining markets. UITs also normally have a de 



expiration date at which time all assets will be liquidated and distributed to the existing shareholders 
based on the number of units they own at that time, unless a new UIT has been established nto which 
investors may transfer their funds. While SPDRs, DIAMONDS and QUBES are Unit Investment 
Trusts, their expiration dates are continually extended so they, in effect, do not have an expiration date. 

Open-end Investment Management Companies 

ETFs that are structured as Open-end Investment Management Companies, like iShares, provjide the 
Investment Advisor with more flexibility to adjust the portfolio to participate in changes that are made 
to the underlying benchmark index. This added flexibility ensures that shareholders are beiiig exposed to 
the same market influences as the underlying benchmark that the ETF seeks to track. 

Like traditional mutual funds, they also have the ability to continuously issue new shares. Unlike 
traditional mutual funds, however, as an ETF they only issue and redeem shares in Creation Unit size 
aggregations. Purchases or sales in sizes other than in Creation Unit sizes take place in the secondary 
market ! 

Closed-end Investment Manage ment Companies 

These are the hybrids. They issue a fixed number of shares that only trade in the secondary market. 
Shares are not redeemable by the Fund, and no further shares may be issued once the initiak primary 
offering is completed. If you want to purchase shares, there must be a willing seller. They also have an 
actively managed portfolio. 

The following table may help illustrate some of the differences between the three structures,) 



Characteristic 

Capitalization 



ETF: UIT 

Unlimited — continuous 
offering of shares 

Full or fractional shares 



Trade in Secondary Market Yes 



Redeemable Shares 

Board of Directors 
Actively Managed 
Pricing 



Only in Creation Unit 
size aggregations 

No 

No 

Throughout the 
trading day 

* When me refer to active management zeith an open-end ETF., lire are referring t 
securities from those contained in the underlying benchmark index. This subs 
weightings and their own research, will deliver the same level of performance a 



ETF; Open-end 

Unlimited — continuous Fixed 
offering of shares 

Full or fractional shares 

Yes 



Full 

Yes 
No 



Only in Creation Unit 
size aggregations 

Yes 

Yes* 

Throughout the 
trading day 

» the process that a portfolio manager employs to 
f is the portfolio that the Manager believes, throw 
the benchmark without having to replicate the it 



single 

g of shares 



:s only 



Throughout the 
trading day 
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ETF PRODUCT COMPARISON 

Table 9 provides a brief overview of the differences and similarities of a number of the more popular 
ETFs that are currently available in the market Additional details can be found in Appendix A. 



ETF 


Structure 


Creations/Redemptu 


DIAMONDS 


UIT 


50,000 shares 


QUBES 


UIT 


50,000 shares 


SPDRs 


UIT 


50,000 shares 


MidCap SPDRs 


UIT 


25,000 shares 


Select Sector SPDRs 


RIC 


50,000 shares 


iShares 


RIC 


Various* 



Dividends 

Monthly in cash 
None expected to be paid 
Quarterly in cash 
Quarterly in cash 
Quarterly in cash 
Semi-annually ir 



in cash 



"See Appendix A for details 



HOLDRs have a number of differences that are worth mentioning separately: 

• They only trade in round lots of 100 shares. This can make the price of a purchase 
smaller investors. For example, at a recent (4/26/00) price of $122.50 for the Internet 
round lot would cost an investor $12,250. 



expensive for many 

Hc)lDRs, a 



Each of the HOLDRs has a concentrated portfolio of 15-20 individual stocks in a specific sector. This 
can expose the investor to a considerably higher risk level than one might find investing in one of the 
other more broadly-based ETFs. 

Being a fixed portfolio, there is little turnover — a distinct benefit to shareholders. 

Being a fixed portfolio, there is no ability to add new companies or adjust to changes in the market, 
even if another company acquires one of the companies in the portfolio. This is a disadvantage 
shareholders, especially considering the highly volatile nature of the sectors in which these HOLDRs 
invest. 

When first established, the portfolio of stocks is weighted by market capitalization to 
specific sector, with a ceiling of 20% on any single stock Over time, as individual stocks within the 
portfolio increase in value, and because changes cannot be made to the portfolio, the largest names can 
account for an ever-larger percentage of the total portfolio. This can expose the investor to very high 
concentration levels. 

Investors have the option of purchasing HOLDRs in the secondary market or exchanging the required 
number of the underlying securities for HOLDRs shares (in round lots of 100 or multiples thereof). 
Because the dollar amounts involved are much lower for in-kind redemptions, smaller retail investors 
can more realistically avail themselves of this benefit with HOLDRs than with other ETFg. The actual 
share amounts for each HOLDR can be found in the Appendix A. 
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FUTURE ETF PRODUCT DEVELOPMENTS 



With the number of so-called "traditional" 
exchange traded funds rapidly approaching 
the 80 mark (if all of Barclays' applications are 
approved and introduced), the next logical step 
would be for the sponsor's to try to introduce 
some variation on the theme in order to carve 
out another niche. 

Some in the media have discussed the idea of 
an enhanced ETF, others have mentioned the 
possibility of introducing an actively-managed 
ETF. Still others have raised the possibility of 
cloning one or more of the existing mutual 
funds and trading them on an exchange. How 
do each of these differ from existing ETFs? 

Enhanced Exchange Traded Funds 

Thus far, virtually all of the ETFs on the market 
are based on an underlying Index against which 
they benchmark their performance. With an 
"enhanced" product, an investment advisor will 
make minor adjustments to the underlying 
benchmark Index in an attempt to outperform 
that benchmark. Some examples: 

• an Advisor would use leverage to outperform 
a benchmark index; or 

• an Advisor may over- or underweight certain 
holdings if they believe a particular stock or 
sector will outperform over a particular time 
period; or 

• an Advisor may decide to add other stocks from 
a particular sector that are not currently in the 
benchmark Index to achieve the same objective. 

This "tweaking" of the benchmark will, of 
course, incur additional expenses — for the 
Advisor and for trading expenses. 

Actively Managed Exchange Traded Funds 

In concept, an actively managed ETF sounds 
like an interesting idea — one could supposedly 
have the benefit of an actively managed 
portfolio of securities (like any other mutual 
fund) that could be traded as a basket on an 



exchange. The only problem is that no one yet 
knows how to make it work. 

I 

By its nature, an ETF is transparent t— that is, 
anyone can see the holdings in the basket at any 
time. Money managers do not like others to see 
what they hold in their portfolios. They believe 
it will give their competitors (including day 
traders and individual /institutional investors) 
the opportunity to copy their trading activity and 
negatively impact a stock's price (upl or down). 
Their goal of out-performing any particular 
Index becomes that much more difficult, 

In addition, a Specialist on the floojr of the 
Exchange will find it extremely difficult to hedge 
their risk in making a market for the ETF. If 

they are unable to hedge their risk, they are very 
unlikely to make a market in the security. 

These are serious issues that, to this point, remain 
unresolved. Until they are resolved, lit is highly 
unlikely an actively managed ETF jvill be 
introduced any time soon. 

aone an Existing Mutual Fund 

This may be the fastest way to get to ja version 
of the actively-managed ETF, although one 
would still run into the same "transparency" 
issues as mentioned above. Because an investor 
would, presumably, have the ability to 
swap their holdings of the ETF clorJe for the 
underlying basket of securities at any time, 
the money manager would have to make the 
contents of that portfolio known to the investor 
on an as-requested basis. The Specialist still 
has the problem of hedging their risks. 

Some have proposed the introduction of a 
separate share class of an existing actively 
managed mutual fund as a way to get around 
this, one that only trades on an exchange. At 
this point, it would seem that the same issues 
presented above apply to this approach. How 
does one get around the need for transparency? 

I 



I 



Naturally, if the fund to be cloned was an 
index-based fund, transparency is not an issue 

since index funds are, by their very nature, 
transparent. Indeed, as this paper was written 
Vanguard Funds announced its intention to 
introduce a new ETF share class for five of 
their existing index funds. Called VIPERS (for 
Vanguard Index Participation Equity Receipts) 
the new ETFs to be introduced are for the 
following funds: the Vanguard 500 Index Fund, 
the Vanguard Total Stock Market Index Fund, 
the Vanguard Small-Cap Index Fund, the 
Vanguard Growth Index Fund and the 
Vanguard Value Index Fund. Pending 
regulatory approval, the new share classes are 
slated to be introduced in the third quarter of 
2000. Vanguard, in its application with SEC, has 
requested exemptive relief for all nine of its 
index funds, but only intends to initially offer 
VIPER shares on the five funds identified above. 

THE INTERNATIONAL ARENA 
While this paper deals primarily with the 
development of ETFs in the United States, it 
would not be complete without some mention 
of the expansion of ETFs in international 
markets. Indeed, following the recent growth 
of these instruments in the U.S., sponsors have 
been expanding their offerings into foreign 
markets rather quickly. 



ETFs have become synonymous with SPDRs 
in the United States, but Canada actually 
introduced the very first exchange traded 
fund in 1989. The TIPS 35 (Toronto Index 
Participation Units) was designed to track the 
35 largest and most liquid stocks trading on 
the Toronto Stock Exchange. The TSE later 
introduced another fund called HIPS that 
tracked the 100 largest TSE companies. 



In October 1999, Barclays Global Ii 
conjunction with Standard & Poor's, launched 
the iUnits S&P/TSE 60 Index Participation 
Fund (or i60s for short). Shareholders of the 



TIPS and HIPS agreed to merge widh the i60s 
in March of this year and the combined fund 
now has approximately $4 billion in assets and 
represents one of the most heavily 
on the TSE. 



State Street Global Advisors has 

launch the Dow Jones Canada 40, w 
track the performance of Canada's 
companies, sometime later this year. 



'hich will 
largest 



The TraHK Fund was introduced in November 
1999. Designed to track the performance of the 
Hang Seng Index, the fund is managed by State 
Street Global Advisors. 

It had its origins in the market turmoil that was 
sweeping Asian markets in 1998. In order to 
help protect its market from overly : legative 
influences of outside forces, the Hor g Kong 
government instituted an unprecedf nted buying 
spree on the Hang Seng Exchange. 1 his gave the 
government more than 10 percent ownership 
in three companies, and smaller butlsignificant 
ownership in the remaining 30 companies that 
comprised the Hang Seng Index. 

While the government was clear that it did not 
intend to hold these shares as an investment, it 
was concerned that selling the shares back to the 
public would cause the disruption in the market 
that it originally sought to avert. ' 

The TraHK Fund, essentially composed of the 
shares bought by the government, was created 
as an efficient way for the government to transfer 
ownership of these companies back to the general 
public without causing unnecessary Disruption. 

EUROPE I 



With the advent of the European 
Union, privatization of business en; 
the advancement of the concept of 
value, equity ownership in many E 
markets is increasing at an accelerating 
Viewed as the place with the largest 
opportunity, Europe has attracted 



Monetary 
iterprise, and 
shareholder 



pace, 
growth 
significant 



attention from the major ETF sponsors in 
recent months. 

Germany 

Merrill Lynch introduced the first ETFs on 
the Deutsche Bourse in Frankfurt on April 
11, 2000. Known as Listed Diversified Return 
Securities, or LDRS ("Leaders"), they are 
designed to track the performance of the 
Dow Jones Euro Stoxx 50 and Stoxx 50 
Indices. Through both ETFs investors can 
obtain part ownership in Europe's leading 
50 stocks from all industry sectors. Both 
funds are co-managed by Merrill Lynch 
and Landesbank Baden- Wurttemberg 

Merrill has made application to the Paris 
and Zurich exchanges for permission to list 
both of these ETFs on those exchanges and 
have also indicated that more LDRS are in 
the pipeline. 

United Kingdom 

Hot on the heels of the Germany launch, 
Barclays Global Investors launched the 
iFTSElOO on the London Stock Exchange 
(LSE) on April 28, 2000. To show how 
serious the LSE is about the possibilities 
for ETFs, they created a specialist market 
just for Exchange Traded Funds called 
extraMark. Barclays is widely expected to 
introduce 10 to 12 more ETFs, under their 
iShares trade name, across Europe this year. 

State Street Global Advisors is also known 
to be in discussions with several leading 
European Exchanges, including London, 
Frankfurt and Paris. 

The NASDAQ has recently announced plans 
to begin trading the Nasdaq-100 (Qubes) on 
the London Exchange sometime this year. 

Sweden 

Even tiny Sweden is getting into the act. 
They have announced plans to introduce 
their first ETF, the XACT OMX by early this 



sw. The XACT OMX will 
performance of the 30 most ai 
stocks on the Stockholm 



t-ackthe 
tctively traded 



Exchange. 



As mentioned above, Merrill Lynch has 
made application to list their two LDRS on 
the Paris Bourse. There are a number of legal 
issues, but Merrill is confident these can 
eventually be addressed. They hjave also 
indicated that, depending on the reception 
LDRS receive, they may consider creating 
new LDRS based on the CAC 40, Index. 

As is readily apparent, the success of exchange 
traded funds in the United States is spilling over 
to other countries. If they meet 
level of acceptance as they have here, the pace 
of new product launches will surely quicken. 
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THE SEC APPLICATION PROCESS 



Introduction 

One of the most significant obstacles to 
the successful creation and launch of an 
exchange traded fund is the need to navigate 
a particularly intricate and time-consuming 
series of regulatory hurdles. Nearly all of the 
unique characteristics that distinguish ETFs 
from traditional open-end funds, Unit 
Investment Trusts, closed-end funds and 
individual securities require some form of 
regulatory exemption or relief to permit their 
implementation. ETF innovations may be 
looked upon with great excitement by financial 
engineers, product developers, money 
managers and many segments of the investing 
public, but these same innovations are 
frequently viewed with caution or even 
skepticism by those who hold the regulatory 
keys in the investment world. 

Product developers who are used to quick 
rollouts of traditional pooled investment vehicles 
will need to adjust to an entirely different set 
of baseline expectations when they begin to 
consider sponsoring their own ETFs. Many 
factors work together to drag out development 
timelines. There are numerous technical hurdles 
to overcome in learning the mechanics of product 
structuring, and it seems that for every technical 
challenge there is a corresponding regulatory 
challenge. "Solving" a structural or procedural 
problem in your product design seems only to 
earn you the right to begin the time-consuming 
process of justifying that solution to those 
charged with maintaining the integrity of our 
financial markets. 

There is nothing glamorous or exciting about 
learning to negotiate the legal and regulatory 
obstacle course that confronts ETFs, but it is an 
unavoidable necessity for those who are truly 
serious about entering the arena of exchange 
traded funds for themselves. Detailed strategic 
plans, innovative distribution strategies, bold 



marketing efforts and deep pockets must all 
stand in line and wait until the SEC grants its 
permission for a newly proposed EJF to be 
released to the public. 

Specialized expertise is needed to m anage the 
ETF filing process, and there are verty few legal 
firms that have developed a focused capability 
in this area. Of the handful of pioneers who have 
actually helped to bring ETF products to market, 
one of the most distinguished is Kathleen 
Moriarty of Carter, Ledyard & Milbum. The 
bulk of this chapter is a distillation! of her 
observations about the realities of petitioning the 
SEC for the appropriate exempbonslneeded to 
launch an exchange traded fund. We 1 are grateful 
to be able to include her valuable insights from 
the front lines of the ETF filing battles. These 
excerpts are taken from her presentation entitled 
"Examining Exchange Traded Fund Structure" 
which was first presented at the rejent 
International Bar Association/ Investment 
Company Institute 11th Annual Seminar on 
the Globalization of Mutual Funds (April 30th- 
May 3rd) in Bermuda. 

Kathleen joined the Wall Street law firm of Carter, 
Ledyard & Milburn as a Corporate Department 
Partner in 1997. There she specializes in the legal, 
structural and regulatory implications of the 
Investment Company Act of 1940 (the "40 Act")- 
Kathleen has extensive experience in the 



establishment and representation of 



sxchange 

traded investment companies, popularly known 
as "ETFs". Her initial involvement n the 
structure, creation and registration of the 
American Stock Exchange's SPDRs has made her 
uniquely qualified to advise on the establishment 
of ETFs, including DIAMONDS, WEte, MidCap 
SPDRs and QUBES. In the summer o{ 1999, she 
was asked by the Stock Exchange of Hong Kong 
to assist with the structure and creation of the 
Hong Kong Tracker Fund, based on t ie Hang 
Seng Index. 



Prior to joining Carter, Ledyard & Milburn, 
Kathleen was a partner in the firm Orrick, 
Herrington & Sutcliffe where she represented 
the American Stock Exchange as well as issuers 
and underwriters of tax-exempt financings 
and structured finance transactions, and also 
advised such clients with respect to '40 Act 
issues. A graduate of Smith College and 
University of Notre Dame Law School, Kathleen 
was admitted to the New York Bar in 1981. She 
has been an instructor at the New York Institute 
of Finance for several years and is a member 
of the American and New York City Bar 
Associations and the Women's Investment 
Management Forum. 

We begin with Kathleen's insights about the 
organization, structure and mechanics of 
exchange traded funds. This section expands 
upon some of the foundation laid out in 
Chapters One and Two. Kathleen leads off with 
an explanation of the ways in which ETFs are 
similar to both open-end and closed-end funds. 
This is followed by a detailed look at the subtle 
distinctions that differentiate ETFs from both 
traditional categories of mutual funds. 

A. ETF ORGANIZATION 
AND STRUCTURE 

(Emphasis added by PRC) 

ETFs are regulated under the U.S. Investment 
Company Act of 1940 (the "40 Act") which 
governs most pooled investment vehicles 
sold on a retail basis. 

1. Both Fish and Fowl.. ."Surf and Turf" 

ETFs have features of (i) unit investment trusts 
("UITs") or open-end investment management 
companies ("open-end funds" or "mutual 
funds") and (ii) closed-end investment 
management companies ("closed-end funds"): 

(a) An ETF is legally organized either as a UIT or 
an open-end fund to provide essential features 
such as continuous issuance ("creations") 
and redemption of its units or shares at their 



daily net asset value ("NAV") established at 
market dose, and an ETF also 



(b) Provides an essential feature of 
funds: exchange trading of units 
at market prices throughout thi 
trading day. 

ETFs provide the owners of their 
with all of the rights to vote and to 
statements, reports and notices 
U.S. law with regard to UITs/opennend 
such as annual and semi-annual 
statements accompanying dividend 
annual notifications reporting the 
distributions, and proxy statements 

2. ETFs Differ From Traditional UITs and Open- 



dosed-end 
or shares 
entire 



units/ shares 
receive 
required by 



reports, 



funds, 

written 
payments, 
status of 



End Funds in several important waysr 

(a) ETFs issue their units/shares only in 
specified large lot sizes (usually 50,000) 
called "Creation Units" wh ch are 
issued and redeemed almost exclusively 
"in kind", i.e., in exchange for an 
actual portfolio of securities ("Portfolio 
Securities") plus a small amount of cash 
specified daily by the ETF to equal NAV, 
(the "Cash Component"). Individual ETF 
units/shares are only bought and sold in 
the secondary market at market prices for 
cash, which may or may not be at NAV. In 
contrast, virtually all mutual! fund shares 
are issued and redeemed directly by the 
fund for cash, and always at!NAV; 

(b) Creation and redemption processes occur 
directly with an ETF only in! Creation 
Unit size aggregations, while: individual 
units/shares are bought and Uld, but not 
redeemed, only on the seconjdary market, 
without any interaction witjh or input 
from the ETF. In contrast, all mutual fund 
shares are issued and redeemed direcUy 
by the fund; 

(c) Creation Units are created and (redeemed 
directly with the ETF once daily at market 
dose, while individual units/shares are 



bought and sold through the specialist and 
market makers at all times during the trading 
day. In contrast, mutual fund shares are 
issued and redeemed directly with the fund 
once daily, at market close; 

(d) All ETF units/ shares, whether individual 
or combined together in Creation Unit 
sized lots, are held only in "street name" 
through the Depository Trust Company 
("DTC") in "book-entry" form, so, unlike 
mutual funds, an ETF does not issue 
certificates nor know the identity of its 
individual shareholders; 

(e) Some ETFs are not required to deliver 
prospectuses in connection with 
secondary market trading activity of 
their units/ shares (see Section B 1(b) 
below). In contrast, all mutual funds are 
required to deliver prospectuses for all 
purchases of their shares (except under 
limited circumstances); 

(f) ETF units/shares can be sold with 
limit and stop orders, unlike mutual 
fund shares; 

(g) The actual composition of each ETFs 
portfolio is well known and widely 
disseminated on a daily basis, while the 
portfolios of many mutual funds are not. 

ETFs Differ From Traditional CI™ P rf-F. n rf 
Fund s in at least one important way: 
individual units/ shares trade at prices 
close to their daily NAV. 

(a) Closed-end funds are not required to 
calculate NAV daily - most price and 
publish their NAV weekly. Closed-end 
funds do not redeem their shares, so the 
forces of supply and demand dictate that 
their shares often trade at a premium or 
discount from their NAV. In contrast, 
ETF units/shares, which are created 
and redeemed in Creation Units at their 
daily NAV, but purchased and sold at 
an established trading price any time 



throughout the day, providi 



opportunities to institutional investors; 

(b) Most closed-end funds do not publish 
the exact composition of the r portfolio 
holdings on a frequent basis so an 
investor cannot calculate an estimated 
or approximate NAV ("Indie au've NAV") 
per share during the periods when the 
actual NAV is not calculated and 
published by the fund; ' 



arbitrage 



(c) In contrast, a great deal of iyfora 

is published daily with respect to ETFs. 
The AMEX disseminates throughout the 
trading day (i) on a continuous basis, the 
market price of an ETF unit^ share and (ii) 
on a 15 second basis, an amcjunt per ETF 
unit/ share representing the ium of the 
current value of Portfolio Securities plus 
the Estimated Cash Componlent, (i.e., an 
Indicative NAV). Also, the identity and 
number of shares of each Portfolio 
Security required for an in-kind deposit 
as part of a Creation Unit is displayed 
by the AMEX. Other organisations, 
authorized by each Index Provider, 
disseminate the intra-day values of the 
NAV per ETF unit/share as Jvell as their 
estimated value of the relevaint Index. 

B. ETF PRICE TRACKING -L HOW 
CLOSE? 

One of the most important structural questions about 
exchange traded funds concerns their ability to reduce 
or eliminate the premium/ discount problem that has 
plagued many closed-end funds. As vx h)ave seen, me 
elaborate arbitrage mechanism that is embedded into 
the ETF structure has been designed to tiaintain as 
tight a correlation as possible between thk market 
prices of the ETF and their corresponding net asset 
values. If this arbitrage process can deliver what it 
promises, then mis represents a genuine mtprovement 
over the old closed-end structure. How successful have 
the early ETFs actually been in reducing me "tracking 
error" between market prices and NAVs? , 




Moriarty gives us a clear answer down to the last 
decimal in this continuing excerpt from her 1BA/ICI 
presentation. (Emphasis added by FRC) 

(a) The constant dissemination of information, 
combined with the ability to create or redeem 
units/shares on a daily basis, provides 
institutional investors and arbitrageurs 
with the opportunity to execute arbitrage 
transactions. Historically, this has kept the 
market prices of ETF units/shares very close 
to their NAV (i.e., they trade with very little 
premium or discount to their NAV). 

(b) An analysis provided by the AMEX of the 
degree of correspondence between the 
respective NAVs of SPDRs, MidCap SPDRs, 
DIAMONDS, Nasdaq-100 Shares and Select 
Sector SPDRs against their correlative trading 
prices shows that historically, the two 
valuations have been very close. For 
example, as of February 29, 2000: 

i. the average deviation between the daily 
closing price and the daily NAV of SPDRs 
was minus 0.0167% (i.e., a discount of 
0.0167%) and the maximum deviation for 
the period from the commencement of 
SPDR trading on January 29, 1993 through 
February 29, 2000 was plus 1.0188% (i.e., a 
premium of 1.0188%); 



ii. the average deviation between the daily 
closing price and the daily NAV of MidCap 
SPDRs was a plus 0.0505% (i.e., a premium 
of 0,0505%) and the maximum deviation 

of the period from the commencement of 
MidCap SPDR trading on May 4, 1995 
through February 29, 2000 was minus 
1.8762% (i.e,, a discount of 1.8762%); 

iii. the average deviation between the daily 
closing price and the daily NAV of 
DIAMONDS was plus 0.0004% (i.e., a 
premium of 0.0004%) and the maximum 
deviation for the period from the 
commencement of trading on January 20, 
1998 through February 29, 2000 was plus 



1.0299% (i.e., a premium of 



.0299%); 

?n the daily 
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iv. the average deviation betw 
closing price and the daily 
Nasdaq-100 Shares was 
a premium of 0.0195%) and 
deviation for the period 
commencement of Nasdaq- 
trading on March 4, 1999 through 
February 29, 2000 was minus 2.1352% 
(i.e., a discount of 2.1352 %);' 

v. the average deviation between the daily 
closing price and the daily NAV of all 
Select sector SPDR Series was plus 
.0261% (i.e., a premium of 0j )261%) and 
the maximum deviation from December 
22, 1998 (the commencemen : of Select 
Sector SPDR trading) through February 
29, 2000 was minus 2.1494% (i.e., a 
discount of 2.1494%). 

While past performance is no guarantee of 
future results, the close correspondence 
between NAVs and market prices of SPDRs, 
MidCap SPDRs, DIAMONDS, Nasdaq-100 
Shares and Select Sector SPDRs appears to be 
due to the feature of in-kind purchases and 
redemptions, which historically has j facilitated 
price-correcting arbitrage activity. The market 
prices of exchange traded fund sharp based 
on foreign indices may experience greater 
deviations from their respective NAVs than 
their domestic counterparts due to aj variety 
of factors, including closing time differences 
between foreign and U.S. markets, currency 
conversions and local holiday schedules. 

C. THE SEC AND THE APPLICATION 
PROCESS I 

This is the issue where Kathleen's hands-on 
really stands out. The next section will 
cause the eyes of many fund marketers \md 
executives to glaze over. This is not 
"made for public consumption" reading material. 
Welcome to the world of the administration and legal 
departments. The next few pages may present the 



experience 
no doubt 
sales 



kind of information that only a 1940 Act Attorney 
could love, but every management company that 
wants to begin operating their own exchange traded 
funds is going to have to develop a command of these 
issues if they ever want to make it to the marketplace. 

As mentioned earlier, this expertise is not yet well 
developed across the industry. Now is the time for 
the legal departments of investment management 
companies to begin to bring themselves up to speed 
on the nuances of the ETF application process, and 
decide whether they want to attempt to develop the 
expertise internally and organically or whether they 
want to share some aspects of the process with one of 
the pioneering law firms that have an established 
track record in this specialized area. (Emphasis 
added by FRC) 

1. Exemptive Application Under the '40 Act 

(a) Typical requests for an ETF structured 
as an open-end fund include relief 
from §2(a)(32) and §5(a)(l), to permit 
ETFs to redeem shares only in Creation 
Unit size; §22d and Rule 22c-l to permit 
trading of shares to take place at prices 
other than NAV; and §17 (a) and §17(b) 
to permit affiliates to deposit securities 
into, and receive Portfolio Securities 
from, the ETF; 

Typical requests for an ETF structured as 
a UIT also include relief from §26{a)(2) 
to permit certain expenses associated with 
the creation and maintenance of the trust 
to be borne by the trust rather than its 
sponsor; §14 (a) to exempt the sponsor 
from the $100,000 seed capital 
requirement; and §17(d) and Rule 17d-2 
to permit certain affiliated transactions; 

(b) Other requests may include relief from 

§24(d) to permit exemption from 
prospectus delivery requirements in 
connection with secondary market trading 
activity; §22(e) to permit satisfaction of 
redemption requests to be made in excess 
of the statutory 7-calendar day 



relief 



requirement under certain 
§12(d)(l) to permit a "fund 
structure; and other §17 
structure of the fund and its 
with its participants and 
necessitate relief. 

2. Exemptive, Interpretive and Np 



circumstances; 
of funds" 

if the 
relationship 
providers 



Action Relief 



from the Exchange Act of 1934 (the "34 Act" 



(a) Exemptive, interpretive and no-action 
requests for relief from various '34 Act 
trading restrictions include: relief from 
Rule 10a-l ("uptick rule") with respect to 
short sales of ETFs; relief froi i Rule 101 of 
Reg M and Rule 14e-5 to permit broker- 
dealers and others to bid for, purchase, 
redeem or engage in other secondary 
market transactions for ETF units/shares 
and Portfolio Securities duri ng such 
broker-dealer's or other person's (1) 
participation in a distributicn of ETF 
units/ shares or Portfolio Securities during 
a "distribution" of such ETF Ishares/ units 
of Portfolio Securities or (2) participation 
in a tender offer for E>eposit Securities; 
and relief from Rule 102 of FJeg M to 
permit ETFs to redeem their units /shares 
in Creation Units during their continuous 
offering of ETF units/ shares; 

{Additionally} relief from Rule 10b-10 to 
permit broker-dealers and other persons to 
deposit Portfolio Securities in connection 
with creations of ETFs or to receive 
Portfolio Securities in connection with 
creations of ETFs or to receivje Portfolio 
Securities in connection withj redemption 
of ETFs without providing their customers 
with a statement of the number, identity 
and price of each individual! Portfolio 
Security and relief from Rules 11(d) 1-1 
and 11(d) 1-2 to permit margining of ETF 
units/ shares without a thirty-day 
restriction under certain ciraimstances; 

(b) §19b and Rule 19b-4 rule changes to 
permit the exchange to list E r Ts; 



(c) No-action relief has also been sought for the 
officers and directors of the ETF and owners 
of more than 10% of the ETFs units/shares 
so that such persons do not have to comply 
with reporting requirements imposed by 
§16(a) and §13(d). 

3. Basic SEC Procedure For Granting Exemption 
Orders Under the Act, 

(a) File application with SEC (meeting may 
be held with SEC staff members and /or 
confidential draft applications may be 
submitted to the staff prior to the formal 
filing of an application for confidentiality 
purposes); 

(b) SEC Division of Investment Management 
("IM") staff reviews application: 

• SEC administrative rule states that first 
review should occur within 45-60 days 
post filing; 



nent 



period occurs with 3 to 5 months post- 
filing (e.g. DIAMONDS — filed June 17, 
1997, first SEC comments received orally 
October 20, 1997); 

(c) IM staff sends written comments 
to Applicants; 

(d) Applicants have 60 days to reply and file 
amended application in response to IM 
comments — usually a draft amended 
application is submitted within 4-6 weeks 
depending upon how extensive and/ or 
controversial the IM comments are. 
Negotiation, clarification and amplification 
of contested issues are discussed by 
telephone conferences and, in rare cases, 
in person; 

(e) Process repeats, resulting in filing 
additional drafts and amended 
applications in response to additional 
comment letters and negotiations/ 
meetings, phone conferences with SEC 
staff. This process can become very time 



g if other divisions of the SEC 
become involved (e.g. Market Regulation 
("Market Reg"), Corporation Finance 
("Corp. Fin.") or Office of the General 
Counsel ("GC"); 

(f) Once the amended applicat on is in 
acceptable form and is formally filed with 
the SEC, the SEC publishes a notice of the 
request for orders in the Federal Register 
generally for 20-25 days; 

(g) Unless unusual Commission jactions occur 
(see H below), the order is sijgned by IM 
pursuant to delegated authority, issued 
and published several days after the 
Federal Register notice periold expires; 

(h) Unusual Commission acti< 



.ions: 



1. If the IM staff decides that their 
delegated authority doesn't extend to 
the relief requested, they | will submit 
the application to the Commission for 
review, either on a seriatim or full 



2. If a hearing is requested during the 
notice period, the IM staff must 
consider the request, then] either accept 
or deny the request. If accepted, a 
public hearing before the Commission 
is conducted; 1 

3. Both situations require adjditional time 
before an order is entered^ Additional 
amendments may be required or the 
order may be denied. , 

D. HISTORICAL TIME SEQUENCES 
FOR ORDERS GRANTED TO OTHER 
EXCHANGE TRADED FUNDS 

i 

While we recognize once again the inability to 
accurately forecast the future based updn past 
events, there is no doubt that the best itidication we 
have about the length of time needed to navigate the 
regulatory approval process from start to finish is 



the documented history of those filings 
gone before. To date, the SEC continues 



that have 
to evaluate 
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each application on a detailed case-by-case basis 
whether or not they may already have reviewed 
the issues and passed approval far "identical" 
applications in the past. They have yet to issue any 
form of blanket or universally applicable exemptions 
or suggested any language or structural or 
procedural preferences that could be used to speed 
up the process or make it more predictable. 

It is reasonable to expect that sooner or later the 
SEC will issue some general exemptive language that 
will accelerate the filing process at least moderately. 
However, this would presumably apply only to 
index-based ETFs, since all ETFs to date have been 
of this type. Actively managed (AM) ETFs will have 
to overcome a whole host of unique and, as yet, not 
fully identified obstacles to gain approval 

Even if the conceptual and technical issues can be 
worked out to creak an actively managed ETF, there 
are still very distinct regulatory hurdles that will 
then have to be faced. Paul Roye, the Director of 
the SEC Division of Investment Management, has 
already expressed pre-emptive concerns about the 
concept of actively managed ETFs from both a 
technical and a policy perspective. 

On the policy side, Roye is worried about 
encouraging the day trading of mutual funds, which 
have traditionally been viewed as long-term vehicles. 
For example, he believes that if actively managed 
ETFs are permitted, they might engender "a short- 
term trading mentality in fund shares spilling over 
into the non-exchange traded class of fund shares." 

FRC does not believe (hat the ability to trade more 
frequently will necessarily lead many investors to 
meaningfully increase their trading velocity. But if 
the top fund regulator believes otherwise, then we 
should expect at best to see a continuation of the 
very lengthy approval periods that have been the 
norm to date for index-based ETFs. 

Below, Kathleen Moriarty chronicles the most 
significant milestones in the obtainment of SEC 
exemptive orders for each of the major exchange 
traded funds that have received approval in the 
U.S. to date. (Emphasis added by FRC) 



1. SPDRs — first exchange traded |unit 
investment trust 

X application first filed: June 25, |l990 

X application amended four timles: 2/2/ 91; 

2/28/92; 6/8/92 and 8/7/92 1 
X notice published: September lj, 1992 
X review by Commission on Seriatim basis 
X order granted: October 26, 1992 
Total elapsed time ; 28 months 

2. MidCap SPDRs — clone of SPDiRs 
application (UIT structure) 

X application first filed: May 28, 1993 

X application amended two times: July 13, 1994 

and January 18, 1995 
X notice published: December 23, 1994 
X review by Commission on Sei iatim basis 
X order granted: January 18, 199J 
Total elapsed time: 20monhs 

3. DIAMONDS — clone of SPDRs application 
(UIT structure) 

X application first filed: June 17, 1997 

X application amended once; December 3, 1997 

X notice published: December 5, i997 

X delegated authority, no Commission review 

X order granted: December 30, 1S(97 

Jpjal elapsed time: 6 montljs 

4. Country Baskets — first exchange-traded 
mutual fund (open-end fund structure) 

X application first filed: August 19, 1994 

X application amended five times: 10/28/94; 

11/30/94; 1/10/95; 3/30/95 ar|d 6/30/95. 
X notice published: February 6, 1^96 
X Commission review on Seriatim 
X order granted: March 5, 1996 \ 
Totaj elapsed time: 
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WEBS — (open-end fund structure) 

X application first filed: September 19, 1994 
X application amended four times: 12/23/94; 

5/19/95; 1/17/96 and 2/28/96 
X notice published: February 6, 1996 
X delegated authority, no Commission review 
X order granted: March 6, 1996 
Total dapsed time: 18 months 

Select Sector SPDRs (open-end fund 



1998 
: 8, 1999 
1999 

Commission review 



X application first filed: May 13, 1997 
X application amended twice: 9/4/98 and 
11/1/98 

X notice published: October 20, 1998 
X delegated authority, no Commission review 
X order granted: November 13, 1998 
Total elapsed time: 



7. QQQs (Nasdaq — 100 Trust) (VTT structured 

X application first filed: August 19 
X application amended February 
X notice published: January 27, 
X delegated authority, no 
X order granted: February 22, 19% 
Totel elapsed fane: 6 month; 

8. iShares (iShares Trust) (open-enc 
fund structure) 



applications first filed April 30, 1999 
applications amended twice: 5/2/99 
and 5/11/99 

notice published: April 17, 2000 
delegated authority, no Commission review 
order granted: May 12 2000 



X 
X 

Total elapsed time: 



12,5 months 



Table 10 below provides a summary 
information for easier review. 
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Notice 


Commission 


Order 


Elapsed 




first filed 


Amended 


Published 


Review 


Granted 


Time 


SPDRs 


6/25/90 


Four times 


9/17/92 


Yes 


10/26/92 


28 months 


MidCap SPDRs 


5/28/93 


Two times 


12/23/94 


Yes 


1/18/95 


20 months 


DIAMONDS 


6/17/97 


Onetime 


12/5/97 


No 


12/30/97 


6 months 


Country Baskets 


8/19/94 


Five times 


2/6/96 


Yes 


3/5/96 


19 months 


WEBS 


9/19/94 


Four times 


2/6/% 


No 


3/6/96 


18 months 


Select Sector SPDRs 


5/13/97 


Two times 


10/20/98 


No 


11/13/98 


L8 months 


QUBES 


8/19/98 


One time 


1/27/99 


No 


2/22/99 


6 months 


iShares 


4/30/99 


Two times 


4/17/2000 


No 


5/12/2000 1 


2.5 months 



IV I INSIGHTS FROM THE EXPERTS 



FRC conducted primary source research to 
glean insights from and gauge the opinions of 
four distinct groups concerning their views of 
potential future developments with respect to 
exchange traded funds. This chapter presents 
the results of extensive interviews with 
seventeen ETF experts who are on the leading 
edge of creating, promoting and analyzing these 
products. Chapter Five contains similar 
feedback from several dozen brokers and 
planners who are active users of ETFs, and also 
examines how these professional early adopters 
are actually using these instruments in their 
clients' portfolios. Chapter Six includes the 
results of our interviews with retail ETF 
investors and informed inquirers. These retail 
early adopters provide valuable insight into 
how individual investors currently use 
exchange traded funds in their personal 
portfolios. Finally, in Chapter Seven, we 
analyze the attitudes and preferences of more 
than 800 general retail investors who have yet 
to consider ETFs. Here we examine their 
potential openness to future ETF purchases, 
based on their reactions to the various 
distinguishing benefits that exchange traded 
funds purport to offer. 

FORECASTI NG CONSTRAINTS 

So much about the future of exchange traded 
funds is highly speculative. There is no doubt 
that forecasting the future is always an endeavor 
that is fraught with risks and limitations. Most 
successful forecasts are built on strong empirical 
foundations and statistically significant historical 
trend-lines from which reasonable extrapolations 
can be made. The newer the issue under 
analysis, the less data will be available, and the 
less capable we will be to make educated 
guesses about its future course. 

ETFs are still very new products and, despite 
their recent success, they are still relatively 



unknown and therefore untested in the general 
investing marketplace. They may have caught 
on within a very limited group of early 
adopters, but will they have appeal o the 
mainstream financial segments that control the 
bulk of investable assets? Are the things which 
made them successful with the early 'test 
groups' equally appealing to the general 
prospect population? 

In the case of index-based ETFs, we at least 
have the benefit of some historical evidence 
from which to base our views of the future. 
These products have successfully been 
engineered in a variety of forms and o >jectives, 
have passed through the rigorous process of 
regulatory vetting, and have passed the first test 
of early investor acceptance. When w ; begin to 
discuss the issue of actively managed ETFs, we 
are in entirely different forecasting territory. No 
actively managed ETF has yet been 'i ivented'. 
When/ if the daunting technical hurdles are 
overcome, these new creatures will then have to 
run the gauntlet of skeptical securitie s 
regulators. Finally, when/ if they are e^ entually 
brought to market they will have to face what 
may be the toughest test of all: investor 
acceptance of a product that, despite its many 
potential benefits, may take a tremendous 
amount of educational effort before the general 
investing public can understand it wel} enough 
to embrace it. 

Despite the aforementioned perils of 
prognostication, we realize that plans 
be made against the backdrop of possibility 
and probabilities even when they fall : r ar short 
of our human desire for certainty and specificity. 
Indeed, the nature of all entrepreneurial 
endeavors is to attempt to make educated 
forecasts of future demand and to be{;ii 
planning and building to meet that de nand 
before it actually comes to fruition. The 
business risk is often not the launching 



business endeavor based on limited information, 
but in waiting too long to act because of a desire 
for more information than is readily available. 

The best information available today can 
only be found by talking to the specialists who 
have been actively involved in the creation, 
distribution and analysis of the first generation 
of exchange traded funds. This is still a narrow 
club with very few bona fide members. Many 
are talking about ETFs these days, but precious 
few have developed expert credentials through 
hands on involvement with their development. 
Indeed, it wouldn't be impossible to squeeze 
every ETF expert today into one large 
conference room. 

As the anchor of our primary source research 
effort PRC conducted in-depth face-to-face 
interviews with seventeen of these experts 
during late March. These specialists included 
representatives from the national wire-house 
brokerage firms, regional brokerage houses, 
Canadian brokerage firms, the American Stock 
Exchange and one Specialist firm. Each of these 
experts is intimately familiar with the exchange 
traded funds that have already been brought to 
market, and aware or involved to varying 
degrees with the expected creation of the next 
generation of ETFs. It may be hard to project 
precisely where these innovative products are 
headed, but nobody is better positioned to take a 
stab at it than this elite group of focused experts. 

INDEX-BASED ETF OUTT.OOK 

Are Index-based {IB) exchange traded funds a 
significant challenge to index mutual funds? 

Our experts agreed almost universally that they 
already are (85%). The remaining 15% believed 
that they would emerge as a meaningful 
challenge within the next three years. 70% 
expect that they are likely to take substantial 
market share away from index funds. 



What existing businesses will be n 
challenged by the future growth o: 
based ETFs? 

Expectations here are that retail fund managers, 
particularly those with heavy index :imd 
exposure, will face the greatest chall 
(Vanguard & Fidelity were named). Directly 
marketed funds were seen as being n 
vulnerable than their broker sold o 
owing to the do-it-yourself nature of] their 
customer base and their general o 
financial product innovations. ETFs ' \ 
potentially be one more nail in the o 
those mutual funds that consistently u 
perform, and those that carry d 
than average expense ratios. The mutual fi 
product lines of banks and insurance c 
(traditionally perceived as mediocre p^formers) 
should also feel an added degree of p -essure. 
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Conversely, what existing businesses 
experts believe will benefit the most 
future growth of IB ETFs? First, the 
exchanges and the specialist firms 
involved in supporting the trading activity 
ETFs. They are already experiencing 
explosion in trading volume. Indeed, 
already account for as much as two-tl 
daily trading volume on the AMEX. 

Second, warehouses, regional and d 
brokers are all expected to experience 
benefit. Here there will be some offsejting 
cannibalization, particularly relative 
individual securities. ETFs are, nevert 
seen more as complimentary rather t 
competitive products as long as the brokerages 
market them correctly. Brokerages an> 
essentially supermarkets that sell every 
product available and are more intere 
overall volumes than specific product i nixes (as 
long as profit margins per item are reasonably 
comparable). ETFs could be a median sm for 
brokers to increase volumes and steal] some 
business away from the direct to consumer fund 
channel, since ETFs must be bought through a 



F5?.'. 



broker and cannot be purchased directly from 
the sponsor or asset manager. 

Fee based advisors will also benefit from the 
creation of a full complement of ETFs. The low 
cost and tax efficient nature of these products 
fits well with the investment approach of most 
advisors, particularly those serving the affluent 
investor segment. Institutional money 
managers will benefit by using ETFs as tools in 
the construction and management of their own 
mutual funds and separate accounts. Finally, the 
index providers will be rewarded substantially 
through the increased awareness of their brand 
names and through the licensing fees they will 
be able to charge competing ETF sponsors. 

What new types of ETF products do the 
experts expect to see over the next year? 

The next twelve months promise a blizzard of 
both new product-filing announcements and 
actual launches. The areas where development 
is most likely are new sector ETFs, followed by 
enhanced and leveraged products. New 
products based on other broad market indices 
are expected, and there is even a reasonable 
possibility that the first fixed income ETFs may 
be seen within a year. All of these new launches 
will continue to be index-based. As we will see 
later in the chapter, actively managed equity 
ETFs are not expected to be brought to market 
for quite some time (if at all). 

Enhanced ETFs are similar to enhanced index 
mutual funds in that they are heavily weighted 
toward an index, but are tweaked slightly or 
modestiy to overweight, underweight or filter 
some aspect of the index in search of marginally 
better returns. This additional level of screening 
is of course, a form of active management, but it 
falls below the somewhat nebulous threshold 
that would typically be used to define an 
actively managed fund. One goal of offering 
enhanced ETFs is to experiment with moving as 
far as possible toward the creation of actively 
managed ETFs, while still being able to apply, as 
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much as possible, the mechanics anc 
regulatory "approvals" that have 
it through the SEC. Another goal is tc 
of the pure commodity mode in which 
funds and index-based ETFs compete, 
world tends to be one of tight price co 
low fees, and low margins. Tweaking 
even a little allows asset managers 
a differentiating value-added, and 
provides them with the possibility of charging 
higher management fees. 

leveraged ETFs are similar to the 
index funds offered by such companies 
Rydex Funds, Potomac Funds and F 
Like enhanced funds, they are built 
index, but instead of adjusting or pruhing the 
index, they either multiply or magnify its effects 
by a fixed percentage, or mute/ reduce the 
returns of the index by a fixed percer tage 
through the use of derivatives. For example, 
among existing traditional mutual fur ds the 
Rydex Nova Fund seeks to provide 15(1% of the 
return of the S&P 500, and the ProFunds Ultra 
Bull Fund tries to achieve 200% of the same 
benchmark. Conversely, the Rydex Ur^a and 
ProFunds Bear Fund target a risk ai 
profile that is the inverse of the S&P 50b, while 
the ProFunds Ultra Bear Fund shoots for an 
inverse correlation to 200% of the S&P. 
Leveraged ETFs are another way 
can set themselves apart from the cut- 
competition that has taken over parts 
current ETF product spectrum. 



What are the biggest obstacles to the 
success of Exchange Traded Funds? 

There are several, and a number of tr 
significant, but the biggest barriers cc 
actively managed ETFs. Index-based ETFs have 
essentially overcome the majority of tl e 
fundamental points of resistance. Thej have 
solved the basic technical issues and have 
received consistent (though painfully slow) 
regulatory approval, while no actively : nanaged 
version has yet to accomplish either. 
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Looking just at index-based products, 62% of experts consider regulatory delays, because of 
of a generic SEC ruling, to be the greatest obstacle. 38% consider ETF profitability to be a su 
hindrance. This applies to the commoditized broad market indices, to the broker when selling to 
hold investors, and to the fact that so far there is no significant trail offered on any ETF (though 
are now being introduced). Finally, these experts expect that there will be an educational 
will retard early adoption of ETFs by the broad investing public. Substantial investments in 
communication and education will be required for ETFs to realize their full sales potential. 

What percent of future index-based ETF business will be retail vs. institutional? 

Index products in general have found institutional audiences to be more receptive than retail investors. 
Overall, indexers control between twenty and thirty percent of institutionally managed equities, while 
on the retail side, despite the explosion of interest over the past four years, they still have penetrated 
only 8% to 10% of the asset base. Retail involvement varies significantly across different ETFs, ccntrolling 
the overwhelming majority of Nasdaq-100 shares, but holding only a modest minority of SPDli assets. 
Overall, the experts expect the retail segment to control between 50% and 60% 
ETF assets over time. 



% of aggregate index-based 



How many fund companies will roll out their own ETFs? 

Here we receive a wide variety of opinions ranging from just a few specialized fund companies to almost 
everybody. The majority expected only modest penetration into the fund industry with a few small or 
niche players and a few very large players offering ETFs in a reasonably limited number of 
objectives. However, a significant minority did foresee many or most companies creating products 
a moderate to wide range of investment objectives. 

While there was not a great deal of consensus about product development intentions, there wag much 
more unanimity when we asked which companies will it make sense for? Here the experts look for a 
clear barbell structure to develop. Only the largest players with their deep pockets and a few niche ETF 
specialists with their focus and agility will ultimately be able to achieve sustainable profitability with 
ETFs on a stand-alone basis. 
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Which companies are most likely to enter the ETF arena? 

These responses are not based on confidential knowledge of specific plans, but simply commor 
judgment derived from general knowledge of each company's competitive strengths and 
Vanguard was named most often {and of course on May 12th they confirmed filing for nine ETIf share 
class extensions to existing index funds). Merrill Lynch was expected to continue to expand its wildly 



successful HOLDRs family. Fidelity and 
Schwab were also mentioned frequently 
because of their market dominance and their 
heavy exposure to index products (and in 
Fidelity's case, sector products as well). 

Salomon Smith Barney and Morgan Stanley 
are considered likely candidates and Nuveen 
has already gone public with its explicit and 
aggressive intentions. Stray votes were cast for 
large mutual fund players such as AIM, T. Rowe 
Price, Franklin and Scudder Kemper. On the 
niche side of this scale, ProFunds, Potomac and 
Rydex were often mentioned together because 
of their specialization in servicing active traders. 



Vanguard 
Merrill Lynch 
Fidelity 
Schwab 
Smith Bamey 
Morgan Stanley 
Nuveen 
AIM 

T. Rowe Price 

Franklin 

Scudder Kemper 

ProFunds 

Potomac 

Rydex 



(announced 5/12) 

(expand HOLDRS) 

(size, index funds, sector funds) 

(size, index funds) 

(file for internet ETF) 

(WEBS and OPALS experience) 

(UIT strength, announced plans) 



(niche, active traders) 
(niche, active traders) 
(niche, active traders) 



How much ETF promotional effort should we 
expect to see? 

Since the creation of an exchange traded fund 
requires the cooperation of several different 
institutions, the burden of carrying promotional 
expenses can be spread out across different 
companies from different industries that all 
have a vested interest in the success of the 
common ETF product. Exchanges are expected 
to take the lead with moderate to heavy 
spending. During the first half of 2000, the 
American Stock Exchange has launched a very 



substantial advertising campaign to sbpport 
all of the ETFs that it lists. Fund sponsors and 
fund companies are also expected to spend 
moderately to heavily on their own ETFs, 
and index providers will also chip in |a low to 
moderate budget to promote the ft 
license their names. 

GROWTH FORECASTS FOR 
INDEX-BASED F.TF3 

Our group of experts expects that the current 
success of index-based ETFs will cont nue for 
at least the next several years, with 31 % to 50% 
average annual growth rates over the next one, 
three and five year periods. This would cause 
the ETF share of total indexed fund 
more than triple from today's 8% to as much 
as 27% in five years. The average prec iction for 
assets in five years was $201 billion (up from 
$35 billion at the time of the survey an i roughly 
$40 billion as of 5/31 — excluding 
The most optimistic forecast sees ETI 
reaching as high as $500 billion. 
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MISCELLANEOUS INDEX-BASED ISSUES 

Can ETFs provide the necessary level of 
compensation to the distributing firm and 
the broker? 

Half of our experts said yes, while the other 
half thought it was probable. One participant 
believed they might not be able. to. Certainly 
this is an issue with the current batch of 
ETFs. Margins are tight on indexed products, 
especially on those tied to the broad generic 
indices. More specialized indices and 
international offerings can and do charge higher 
management fees than the bare bones 9 tol2 
basis points that S&P 500 linked ETFs have to 
contend with. Future enhanced products should 
be able to escape the commodiu'zation squeeze, 
and actively managed ETFs should have even 
more expense leeway. 

How important is the brand recognition of the 
underlying index to the success of an index- 
based ETF? 



The overwhelming response here was that 
building an ETF around an establish sd, 
recognized, independently maintainet index 
was extremely important. Only the big 
familiar names will carry much weight. This 
means that creating your own proprietary 
indices in order to build your brand and save 
on licensing fees will be a difficult business 
proposition. Sponsors will be forced to 
license the rights to the popular indices (S&P, 
Russell, Dow Jones, Morgan Stanley Capital 
International (MSCI), Financial Times,, etc.). 
There could be a great deal of competition for a 
limited number of branded names. How many 
ETFs will an index provider allow to be linked 
to a single index? What if exclusive rjghts are 
sold? Licensing fees could rise quitej steeply 
if ETF popularity really takes off. 

Another advantage that the major indices have 
over the homegrown variety is their liquidity. 
For ETFs to work properly, they need to be built 
upon a very strong base of market liquidity in 
the underlying stocks. This requires a network 
of specialists and market makers who have 
confidence in the integrity of the indeX| structure 
and an economic incentive to support it. 



Proprietary indices face a considerable 



challenge 



in fostering an underlying trading environment 
that is sufficiently stable and liquid to keep the 
NAV and market price of the linked ETF within 
a tolerable range of tracking error. 

Are index-based ETFs inherently n 
efficient than index funds? 

This is one of the most compelling potential 
benefits of ETFs to the taxable investor. So far 
ETFs have proven to be extremely tax jfficient 
vehicles. As we discussed in Chapter Two, 
the unique ability to constantly purge the 
underlying portfolio of accumulated 
through the in-kind redemption process has 
caused ETFs to declare notably fewer md 
smaller capital gain distributions than 
comparable index funds. The important 
question is whether or not this is an in rinsic 



advantage or whether it may somehow be 
influenced by recent historical circumstances. 

Forty percent of our expert group believes that 
ETFs will always be more tax-efficient, while 
the other 60% believe that they will be under 
most circumstances. At the recent II R 
Conference on ETFs (NYC 5/15), Richard 
Shapiro, a Tax Partner from Ernst & Young LLP, 
agreed that ETFs are the more tax efficient 
vehicle/ though he did recognize that several 
traditional index fund managers (notably 
Vanguard's Gus Sauter) have vigorously argued 
to the contrary. For instance, an index fund that 
is consciously tax sensitive (most are not) and 
that employs all the tools at its disposal to 
minimize distributions (most do not), should 
be able to come very close to matching the tax 
efficiency levels that ETFs have been achieving. 

If the tax advantage of ETFs gives them a 
competitive boost relative to index funds, then 
it also makes them a potential threat to another 
hot investment objective of the past two years: 
namely tax-managed funds. So far ETFs have 
provided even better tax efficiency ratios than 
many explicitly tax-managed non-index mutual 
funds. If ETFs can match this investment 
category's one significant differentiating 
feature, while at the same time providing 
lower costs, trading flexibility and all the other 
potential benefits we have examined, then it is 
possible that the $30 billion in tax-managed 
equity mutual funds may be vulnerable to 
future ETF penetration. 

How will index-based ETFs perform if the 
stock market suffers a one day crash of 15 to 
20% or more? 

Critics of exchange traded funds (often 
traditional index fund providers) have argued 
that there is a meaningful risk that ETFs would 
falter if confronted with a sharp and sudden 
market decline, and that they might not be able 
to maintain an acceptable tracking proximity 
between the NAV and the market price. They 



may be able to do well under normal n 
conditions with plenty of liquidity, b ut not 
in a free-fall scenario with liquidity drying 
up unexpectedly. 

So what do our experts think? 23% say there 
would be no tracking problem, while 62% 
believe there could be a 'small' but 'temporary' 
divergence. Meanwhile 15% conceded that 
there could be a 'moderate' divergence 
(unfortunately we did not capture specific 
magnitude or duration estimates). Norjie of the 
experts we spoke to considered this fto be a 
major problem under any realistic market crash 
scenario. At the 5/15 IIR Conference on ETFs, 
Jamie Farmer, a Strategic Planning Associate 
of Susquehanna Partners, a leading specialist 
firm working with ETFs, reported that none 
of the ETF products his firm supported had 
experienced difficulties, even during the several 
extreme one day market drops that occurred in 
April and May. However, none of these drops 
passed 10% in any given day despite jtheir 
much larger cumulative effect on some indices 
(the Nasdaq being the most prominerit). 

ACTIVELY MANAGED ETF OUTLOOK 

Now lets consider the very different 'future 
world' of actively managed exchange traded 
funds. This is where the speculative element of 
our. forecasting effort really becomes evident 
and empirical anchors are few and far between. 
Nevertheless, our group of ETF experts has 
given a great deal of thought to how this 
breakthrough extension of the ETF structure 
might be translated into the world of active 
management. In addition, if/ when it can be 
introduced, they explore what the implications 
might be for the established order of traditional 
financial instruments and institutions. 

Will actively managed ETFs be a significant 
challenge to actively managed mutual funds? 

One-third of the experts believe that they will 
within three years, while two-thirds believe that 
they probably will not be. Collectively they do 



not see a major threat any time in the near 
j future. Only one expects a threat to emerge 

within the next year. The majority that does not 
! perceive a near term threat is not necessarily 
saying that actively managed ETFs will not be 
created over the next three years. Only that they 
will not achieve a level of success within that 
time horizon such that they will have a 
meaningful impact on the established mutual fund 
order. Further down the road however, it is still a 
reasonable possibility that the pioneering products 
that are introduced over the next few years will 
gradually grow into a competitive threat. 

If actively managed ETFs are offered, how 
does their growth potential compare to the 
growth potential of index-based ETFs? 

About half of our group forecast AM potential 
in dollar terms to be about the same as IB, while 
the others expressed a wide mix of opinions 
across the spectrum of optimism to pessimism. 
Two experts believed that they would be 
substantially more popular. If the majority 
opinion is correct, then this means that actively 
managed ETFs will have a dramatically 
smaller percentage impact on actively 
managed funds than is expected on the index 
side. This is because actively managed equity 
mutual funds hold more than ten times the 
assets that are controlled by equity index funds. 
An equal potential in terms of dollar growth 
translates into a proportional impact on actively 
managed funds of only about 10% of the impact 
that index funds are projected to experience. 

Could actively managed ETFs be the biggest 
breakthrough for retail fund investors since 
the creation of fund supermarkets? 

This is one question where the expertise and 
active involvement of our participants could 
have created a positive bias. To the extent that 
these experts are connected to the invention and 
promotion of these instruments, they would 
have an understandable predisposition to 
characterize an issue that they are so passionate 



about in the glowing terms that the q 
suggests. Nevertheless, the question st 
the responses are quite interesting even if we 
discount them somewhat. 23% said thjat AM 
ETFs would be the biggest breakthrough, 38% 
said they probably would, and 31% said they 
might. Nobody said that it was unlikely or that 
it definitely would not happen. 

These responses raise two apparent contradictions 
that actually can be reconciled. First, piow 
can actively managed ETFs be such a big 
breakthrough if they aren't going to have a very 
large percentage impact on actively mknaged 
fund assets? Second, how can they be siich a big 
breakthrough for retail investors if they aren't 
necessarily a profit center for many fund groups? 

If AM ETFs matched their IB counterparts and 
raised $200 to $500 billion within five years of 
their introduction, this would be a trejnendous 
achievement that would surpass even fund 
supermarkets in terms of their first fivje years 
of asset growth. Nevertheless, these fijgures 
compare to a mutual fund industry that now 
stands at more than $6 trillion and could be 
several trillion dollars larger five years from 
now. The fund industry is now so laijge that 
even 'revolutionary' developments have only 
moderate effects on it in aggregate (though on 
the margin these developments can live up to 
their revolutionary credentials). 

When asked about the chances that w«ji might 
see the creation of an entirely parallel industry 
to mutual funds, with dozens of ETF families 
offering a wide range of their own actively 
managed ETFs, 50% thought it was reasonably 
likely, 30% said it was possible but not 
probable, and 20% called it unlikely. Calling 
something a parallel industry doesn't 
necessarily make it a threat or a compe itor. As 
is the case with variable annuities, many of the 
same asset managers who succeed on the funds 
side are also successful in distributing their 
services through VA's. There is no reason to 
expect that ETFs will be any different If a 



company's self definition is broad enough, it 
can embrace new innovations as extensions of 
its core business or an opportunity to distribute 
its product through other outlets. However, if a 
company rigidly sees itself as just being in the 
mutual fund business, then it will be threatened 
not only by ETFs, but also by VA's, separate 
accounts and any other structurally or legally 
different permutation of the basic concept of 
portfolio management. 

As we speculate about the future of ETFs we 
need to be careful that we keep our reference 
points straight and maintain a sense of 
dimension and proportionality. Something that 
experiences compound growth of 100%/year 
for many years off a very small base (or from 
scratch) may be impressive by its own metrics, 
and may affect certain segments of the 
industry substantially and the whole industry 
meaningfully in terms of incremental growth, 
but still not be a threat to the industry itself. 
We would be wise to discount the rhetoric we 
hear from some quarters intimating that ETFs 
could render mutual funds obsolete. There 
is plenty of room to be suitably impressed by 
the revolutionary potential of ETFs and still 
recognize the size, scope, stability and flexibility 
of the mutual fund industry and its historical 
track record of innovation and adaptability. 

Looking at the actively managed ETF 
breakthrough from the investor's perspective, 
we might go so far as to say that such a product 
would truly be a 'better mousetrap' — that its 
overall package of features and benefits is 
simply superior (for many but not all investor 
segments) to those offered by traditional mutual 
funds. If this is true, it will certainly be good 
news for investors, but that does not mean that 
it will be unadulterated good news for fund 
companies. In every economic transaction there 
is a tug of war around margin. Every basis point 
of management fee in the company's pocket is 
a basis point of lower return taken from the 
investor's pocket. A 'breakthrough' for the 
investor would be to cut his/her expense ratio 



in half. For the fund company on the other side 
of this transaction this means painful nargin 
erosion. So to the extent that ETFs create price 
competition, this can be great for the xmsumer, 
but it will create new challenges for those 
fund companies who cannot find a 1 vay to 
'make it up on volume'. 



Exhibit 4 

Actively Managed ETFs 
Biggest Breakthrough for Investors, Since 
Fund Supermarkets? 



38% 




When should we expect to see the fii ;t actively 
managed ETFs? 

Not for a while. 31% said that they 
even see the need to create them. This 
may be influenced somewhat by a degree of 
philosophical bias toward the quantitatr 
approach to investment management that 
dominates the indexing world, but it 
nevertheless a very important figure. Another 
31% said we will have to wait until 2002, while 
23% believe it could be as 'early' as the second 
half of 2001. Only one expert thinks it :ould 
happen within a year. These responses! reflect 
both the time needed to overcome 
structural and technical hurdles, and :he 
arduous process of convincing the SEC that this 



battery of innovations really will work as 
promised and that it is in the best interests 
of the investing public. 



Exhibit S 

Actively Managed E'iTs 

When Will We See the First. Generation? 




What percent of potential actively managed 
ETC business will be retail vs. institutional? 

The average response was just under 80%. 
This is far higher than the 50% to 60% figure 
expected on the index side. The main difference 
here is that institutions have an interest in 
index-based ETF products, but are not expected 
to have a high need for actively managed ETFs. 

If actively managed ETFs were to be offered 
today, what market share of total equity fund 
assets would they control over time? 

This was so speculative that half the experts 
would not even venture a guess. The average 
response for those that did gave AM ETFs 4.5% 
share after one year and 18% after five years. 
The highest guess was 30% in five years. Clearly, 
this group is not expecting ETFs to topple the 
traditional mutual fund industry. However, this 
relatively small share of assets could translate 



into a very high share of net flows during 
these years. If ETFs garner a large share of the 
incremental flows to managed products, this will 
place additional pressure on the majoiity of fund 
firms that have been seeing outflows or marginal 
inflows in the very concentrated marketplace of 
the past several years. 



Exhibit 6 

Actively Managed ETFs 
How Much Share Will They Grab? 
(Equity fund assets) 




How large could actively managed funds grow 
in dollar terms? 

Again, many hesitated even to guess. The 
average forecast was for assets to grow sharply 
in the first year to $58 billion, and then slow 
their growth trend somewhat to bring assets 
up to $244 billion after five years. Th ; highest 
estimate here was $500 billion, exactly the same 
as the high estimate on the index-based side. 
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Exhibit 7 

Actively Managed ETFs 
How Large Could They Grow? 
(Ft- und assets) 




Today 2002 2003 



2005 2007Q 2007D 
avg. high 



A FEW MORE OBSERVATIONS 

We asked our experts to rate a wide variety of 
different investor groups, intermediaries and 
investment professionals for their potential 
interest in or benefit from using ETFs (whether 
index or active). In every case they saw the 
possibility of strong demand, reflecting the 
diverse benefits that ETFs offer and the wide 
range of applications where they can be an 
appropriate addition or substitute. Institutions 
(on the index side) and fee-based advisors (for 
both types) were seen as slightly more 
interested than other groups, while traditional 
brokers were the only group that was seen as 
potentially lukewarm in any way. 



Fee-Based Advisors Very Strong 

Institutions Very Strong 

Retail Active Traders Very Strong 

Retail Buy & Hold Strong 

Affluent Investors Stroi g 

Fund Investors seeking flexibility Strong 

Stock Investors seeking simplicity Stroi ig 
Portfolio Managers 

Traditional Brokers Moderate/ strong 



Finally, we asked about the possibility of 
exchange traded funds being created for fixed 
income securities. Half of our experts believe 
that the first fixed income ETF will he created 
within one year, while the other half >elieved it 
would be accomplished within three fears. This 
is distinctly more optimistic than when they 
considered the prospects for actively : nanaged 
equity ETFs, although two doubted if it would 
ever happen or, if it did, they doubtet 1 that it 
would succeed. 

In the next chapter we will explore the opinions 
of brokers and planners who are active users 
of exchange traded funds, to see where they 
concur with our experts and where t ley 
disagree. We will also take a close look at 
exactly how these early adopting professionals 
actually employ ETFs in working with their 
clients' portfolios. 



THE PIONEER'S PERSPECTIVE ON ETFs 



Brokers & Planners that Use ETFs: Voice of the 
Investment Professional 

In Chapter Four we examined the opinions of 
the financial engineers, product designers and 
analysts who have lead the way in bringing the 
first generation of exchange traded funds to 
market. In later chapters we will consider the 
views of several different segments of the retail 
investing public. This chapter provides an in- 
depth look at the perspectives of financial 
intermediaries. This is the group charged with 
translating the results of the innovative product 
development work being done by the financial 
engineers, into terms that investors can 
understand and portfolio applications they 
can benefit from. These pioneers are brokers 
and planners who are setting the pace in the 
integration of ETFs into the portfolios of their 
clients. We polled the views and practices of 
several-dozen investment professionals who 
are actively involved in managing money 
and providing financial advise to their clients. 
Survey responses were received throughout 
March 2000 

PRACTICE SPECIFIC ISSUES 

With this group of professionals our main goal 
is to learn how they are actually using ETFs to 
meet the needs of their clients and how they 
expect their usage to evolve over time. Many of 
these early adopters are quite passionate about 
the benefits of ETFs. Some go beyond just using 
them as part of their practice and have been 
acting as advocates for the expanded utilization 
of these products by others in their profession. 

These brokers are not partial to any one ETF 
over another, but employ all of them as tools 
depending on their portfolio construction needs. 
In fact, they expressed a strong desire to see a 
substantial increase in the variety of available 
ETFs to cover the many investment objectives 
that are not yet served by these instruments. It 



isn't currendy possible to build a fully diversified 
portfolio or to execute certain asset a location 
strategies with ETFs alone because of the limited 
line-up that has so far been brought to market. 
This group is eagerly awaiting the inti 
of Barclays iShares and the additional nine funds 
anticipated from State Street. 

What new ETF objectives would brokers like 
to have access to? 

It would be easier to list the ones tlW aren't 
interested in, since most would like to see ETF 
versions of every style and objective < vailable 
through traditional mutual funds and even 
some additional ones that aren't. Th( most 
frequently mentioned indices were the 
(1000, 2000, 3000 and 1000 Value), mc 
Nasdaq (particularly Biotech and In 
more international (small cap, Latin America, 
EMU, Pac Rim, emerging markets and European 
region), other S&P sectors (small cap, Euro and 
Euro plus), other Dow sectors (tech, i; iternet, 
media, telecom, biotech and pharmac ;uticals) 
and U.S bond (intermediate, gov't/corp, 7 year 
duration max). 

Do brokers want to see the creation of fixed 
income ETFs? 

Opinions varied widely here. Forty- 
percent had no interest, while 46% had a 
moderate or strong interest. While 
an overwhelming vote of confidence 
asset class, it is certainly sufficient to 
ETF product developers to be making pi; 
to create such products. The biggest challenge 
here is that most bonds have much 
liquidity than might be desired in o 
maintain the trading viability and price 
correlation of the underlying instrum ;nts. 
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Exhibit 8 

Do Brokers Want Fixed Income ETFs? 




What percent of their clients use ETFs? 

The average early adopting broker is currently 
using ETFs in 18% of his/ her clients' portfolios. 
This somewhat modest penetration reflects the 
newness of these products, the lack of coverage 
of most investment objectives, and the need 
to educate customers about the advantages of 
ETFs. We should expect that this figure will rise 
steadily over the next few years. This is not an 
issue of getting more brokers to begin using 
these products, but of brokers who are 
convinced of their merits finding more ways 
to use them, gaining access to a more robust 
variety of objectives, and then bringing their 
clients up to speed on the opportunities. 

Notably, there were two advisors who had 
integrated ETFs into more than 70% of client 
portfolios. This represents a very significant 
business restructuring and shows that ETFs 
have the potential to become a core part of the 
business for many brokers and planners. When 
all the necessary objectives have finally been 
covered it is possible that we will see the 
emergence of advisory platforms constructed 
primarily with ETFs, supplemented by a few 
stocks and maybe a specialized mutual fund. 



What percent of their clients' assets are in ETFs? 

The average among our survey group is 11%. 
This figure is lower than the client pe 
percent because of the "experimental' 
of these products, lower investor familiarity 
with them, their short track records 
importantly, because of the gaping 
spectrum of available styles and ol 
figure should also rise steadily along 
penetration, and may see a sharp jump 
Barclays' huge battery of new produc s finally 
becomes available. 
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Do brokers use ETFs purely as trading vehicles 
or as part of a longer-term buy and 1 
strategy? 



Not one respondent indicated that th< > 
application for these products 
trading strategies. Fifty-five percent 
main reason for buying them was 
long-term buy and hold purposes, 
forty-five percent said they used ETFi 
roughly even mix between trading 
hold. Are ETFs an excellent vehicle 
Absolutely, but brokers and planners 
believe that they are also a good 
implementation of long-term asset 
strategies. In Chapters Six and Seven 
that retail investors take the same 
on this issue as our broker group 
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Exhibit 9 

How do brokers use CITs? 




Exchange traded funds are frequently 
disparaged because of the ease with which they 
can be traded, as if efficiency and flexibility 
were a vice rather than a virtue. There will no 
doubt be a tiny minority who might feed their 
deleterious trading addiction with ETFs, but the 
overwhelming majority of wiser investors and 
the financial intermediaries they work with 
have no plans to increase their trading velocity 
in funds just because they can. Most ETF users 
employ these products in their portfolios in the 
same manner in which they use mutual funds. If 
they were a long- term investor before they 
bought an ETF, they are still a long-term 
investor afterward. 

If these brokers and their clients were not 
using ETFs, what vehicles would they allocate 
these assets to? 

Thirty-four percent said actively managed 
funds. This was the highest response and it 
clearly illustrates how these index-based 
products are already competing not just with 
index mutual funds, but with actively managed 
equity funds as well. We don't have to wait for 



the invention of actively managed ETFs to see 
non-index mutual funds threatened by ETFs. 
The threat has already arrived. 

Individual securities were mentioned by 31% 
of brokers as the primary source of ft nds for 
ETF purchases. This is an often over looked 
reality: that ETFs are just as likely to take 
business away from individual stocks as they 
are to take it from stock funds. They were 
designed with features from both wo 
they can offer compelling benefits to investors 
who favor either one. 

Index funds were mentioned as the primary 
targets for redistribution by 24% of 
is certainly the most vulnerable mutual 
category with respect to the current 
which are all index based. Chapters 
Seven give us very similar results for 
segments of the retail-investing marketplai 
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VSXHIBIT 10 

What would brokers sell or forgo 
purchase an ETF? 



34% 
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What are the most attractive features that ETFs offer? 



Brokers rated continual pricing, low 
tax-efficiency and simplicity as bein 



i >xpenses, 

' of 



moderately high to high importance, followed 
by access to specialized indices which was seen as 
moderately important. There was not a great deal 
of interest in the ability to margin or short sell. 

How satisfactory is the compensation available 
from the sale of ETFs? Could it deter brokers 
from using these products? 

Forty-five percent said the compensation was 
sufficient and that it would not be a deterrent to 
recommending ETFs over other products. 
However, fifty-five percent said that the 
compensation available was anywhere from 
somewhat low to very low and that this would 
range from being a small to a significant 
deterrent. Brokers can collect the commission 
for placing the trade, but generally there aren't 
any trail fees available (the Sector SPDRs and 
iShares (WEBS) do offer a modest 8 to 25bp trail). 



Exhibit 11 

Do ETFs Pay Brokers Enough? 




36% n 

Somewhat Iow[ 
(a small deterrent) 



There is definitely an issue here since even those 
brokers that use ETFs are not fully satisfied with 
their compensation potential. Look for future 
products to be created with more appealing 
payment structures designed to foster more 
broker interest. The compensation problem 
will tend to diminish over time as brokers 
increasingly convert to fee based businesses 
from being commission driven. The low fee 
structure of ETFs makes them perfect for 



inclusion in advisor wrap programs and fee 
based asset management practices. 

How important is the brand name recognition 
of the underlying index? 

Forty-five percent believe it is very important 
while thirty-six percent rate it as moderately 
important. These are significant figures, but they 
contrast somewhat with the virtual unanimity 
expressed by the ETF experts in Chapter Four. 
The experts believe that only branded indexes 
have any meaningful chance of success, but a 
number of brokers argued that many jrokers, 
and even more retail investors, aren't 
with "branded" indices. These indexes 
carry brand weight for institutions 
professional money managers, but this 
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not translate nearly as strongly into 
world. Others recognized that branded 
may be needed in order to get the 
support from specialists and market makers, 
but suggested that these index names do not 
necessarily have to be incorporated ir|to the 
official name of the ETF. 

How much interest do these brokers 
using actively managed ETFs? 

Opinions ranged widely here. One half 
expressed moderate or significant intt rest, 
while the other half saw it as just a ni ;he 
product or had little or no interest, 
clearly sufficient preliminary interest 
justify the arduous engineering and 
development efforts that are now ur 
various pioneering firms around the 
However, these opinions have to be 
by the speculative nature of the 
discussion. Since nobody really knowls 
actively managed exchange traded 
will look like, it is entirely possible 
expressing interest in them now will 
their minds when they see what actually 
emerges. Conversely, it is also possibl 
those who say they would not be interested 
might have a very different opinion 
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ultimately created turns out better than they 
envision it to be, based on our current limited 
knowledge. 

For those brokers that are interested in an 
actively managed ETF, how would they expect 
to use them in their clients' portfolios? 



Nearly half said they would use them primarily 
to replace individual securities, while only 
thirteen percent said they would be used 
primarily in place of mutual funds. This is a 
very revealing figure. From the perspective of 
these brokers, individual stocks are nearly four 
times more vulnerable to cannibalization by 
ETFs as traditional mutual funds. This is a 
consistent theme throughout this study. We find 
it echoed by every different interview group 
whether we are talking about index-based or 
actively managed ETFs. Mutual funds may lose 
money to ETFs, but it seems that individual 
securities will lose a lot more. 



Exhibit 12 

How Might Brokers Use Actively 
Managed ETFs? To replace: 




FrimarilyU Mix of LI PrimarilyG Index-Based C 
Individual □ Funds &0 Mutual tl ETFs 
Securities Securities Funds 



ETF INDUSTRY OUTLOOK 
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In Chapter Four we took a detailed 
potential future scenarios for ETF 
through the eyes of the product 
are most qualified to make such a 
also chose to ask our group of pionee ■ 
and planners a subset of these same 
questions. These financial professionals 
primarily focused on the management 
client portfolios, but they are well 
concerning developments in the ETF 
and have developed their own 
opinions about the relative strengths i 
potential of these products. Overall, tl 
tended to track fairly closely with o 
of ETF experts, but their divergence 
areas make a valuable contribution 1 
debate about issues which have by nc 
yet been settled. 



look at 



ho 

We 
brokers 
predictive 



i informed 



ndustry 



d future 
ir views 
panel 

several 
the 

means 



Are Index-based (IB) exchange traded funds a 
significant challenge to index mutual funds? 

Sixty-one percent said they already i re, while 
31% said they would become so with n the 
next 1-3 years. This is a less exuberan vote of 
confidence than we received from the! experts 
(85% they are already). Only 38% 
agreed that index-based ETFs would take 
substantial share away from index i 
funds, compared to 70% of experts, 
brokers believe that IB ETFs will probably 
remain as niche products. 



Exhibit 13 

Will Index-based ETFs remain a niche 
product? 




DefinitelyD ProbablyD ModerateOBroad Appeal! 
a Niche a Niche Appeal {take large □ 
share from 0 
index funds) 



What existing businesses will be most 
challenged by the future growth of index- 
based ETFs? 

36% named retail funds managers and 19% 
named institutional assets managers, similar to 
the expert panel. Those with the highest index 
fund exposure, excessive fee rates and 
consistent performance problems were cited as 
being the most vulnerable. 

Conversely, what existing businesses do the 
investment professionals believe will benefit 
the most from the future growth of IB ETFs? 

The responses were similar to those of our 
experts. Wirehouses were considered the best 
positioned to prosper from expansion of ETF 
usage, followed by fee-based advisors, the 
exchanges, regional brokers and discount 
brokers. 



What are the biggest obstacles to the future 
success of exchange traded funds? 



Brokers have a somewhat different perspective 
than the product experts. 29% cited customer 
understanding or education as the biggest 
challenge (similar to the experts), but another 
29% named insufficient broker comp msation, 
something that was much farther dow i the list 
of expert concerns. Of course, we would 
expect brokers to be more concerned about 
compensation issues than anyone else, but if 
payouts were satisfactory this wouldi 't be an 
issue. Our broker group was not nea: ly as 
concerned as the experts with the ted nical 
and regulatory obstacles. This reflects i he reality 
that these are the issues that our exper : group 
is wrestling with on a daily basis and so they 
are, understandably, more sensitized to these 
challenges than respondents who are! less 
involved with them. , 



Exhibit 1,4 

What are the biggest obstacles to FIT 
success? 




How many fund companies will roll out their 
own ETFs? 

There was no consensus here. Roughly one 
third supported each of three fairly different 
views. 33% believed that only a few specialized 
fund companies will enter the ETF business. 
29% foresee a modest number of entries from 
a few small and a few very large fund families 
in a limited range of objectives. Finally, 38% 
expect a substantial number of fund groups 
will ultimately offer products across at least 
a moderate range of objectives. None of the 
respondents opted for the most optimistic 
scenario where most fund companies entered 
the market with a wide range of product 
offerings across most styles and objectives. 
These views roughly parallel those of the 
experts, except that the experts paint a more 
bifurcated picture with activity at both ends of 
the size scale, but not that much in the middle. 

Which companies are most likely to enter the 
ETF arena? 

Respondents overwhelmingly mentioned 
Vanguard (turns out they were right!), Fidelity 
and Merrill Lynch (already in with HOLDRs). 
These were followed in frequency by Charles 
Schwab, Janus, Morgan Stanley (already 
experienced with WEBS and OPALS), American 
Express, T.Rowe Price, Invesco, Salomon Smith 
Barney and Franklin. Single mentions were 
given to AIM, MFS and Scudder Kemper. On 
the niche side, Profunds, Potomac and Rydex 
were all mentioned together. 

Which groups have the highest potential 
interest in or benefit from purchasing ETFs? 
Brokers agreed with the ETF experts that fee- 
based advisors would be the group most likely 
to embrace these products. This was followed 
by affluent investors and individual security 
buyers looking for simplicity and lower cost. 
Retail buy and hold investors were actually 
considered to have slightly higher interest in 
or benefit from ETFs than retail active traders. 



Once again we see evidence to contra iict the 
prevalent myth that exchange traded funds 
are primarily a tool for traders and ar : not as 
compelling for those who don't want or need 
to avail themselves of the easy trading feature. 

How large do brokers believe index- based 
ETFs can become over the next five j ears? 

growth 
rears was 



if annual 



The average forecast in terms of 
rates over the next one, three and five 
roughly forty percent for all three 
figure that was right in line with the 
expectations of our expert panel. I 
believed that IB ETF share of total 
assets would grow from 8% today to 
five years, again in line with the ex] 
they predicted that assets would grow 
billion (at the time of the survey; $40 
of 5/31) to $187 billion in five years 
below the experts' average expectatior 
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Exhibit 15 

Index-based ETFs 
Shane of Total Indexed Fund Assets 
(Broker Views) 




lYear 3 Years 



Exhibit 16 
Index-based BTFs 

Forecast Asset Growth (Broker Views) 



Exhibit 17 

Actively Managed BTFs A 1 

Actively Managed Funds? 





Yes,withinO Yes,withinQ FrobablyD 
year 3 years Not 



Will actively managed ETFs be a significant 
challenge to actively managed mutual funds? 

Broker responses split right down the middle 
with 52% agreeing that they would be within 
three years and 48% opining that they probably 
would not be. This is actually more optimistic 
than the product experts group, where only one 
third believed that a significant challenge to 
actively managed funds could be created within 
three years. 



If actively managed ETFs are offered , 
does their growth potential compare 
growth potential of index-based 



Again brokers did not present a 
39% thought that the actively managed 
would be moderately or substantiall) 
popular while 35% thought it would be less 
popular, with 26% somewhere in the middle. 



Exhibit 18 

Actively Managed vs. Index based FTFs 
Relative PotcntiaJ Popularity 




Exhibit 19 

Acti vely Managed ETFs: 
Biggest Breakthrough Since Fund 
Supermarkets? 

4%n 4%n 
Definitely Not Definitely 




5% 10% 15% 20% 25% 30% 35% 



Could actively managed ETFs be the biggest 
breakthrough for retail fund investors since 
the creation of fund supermarkets? 

Brokers split into three camps once again. 29% 
said probably or definitely, while 37% said it was 
unlikely. The remaining 33% responded with a 
definitive "maybe". Clearly, with such divergent 
opinions it is hard to draw any firm conclusions. 
Brokers attitudes here were distinctly less 
optimistic than the product experts, none 
of whom rated such success as unlikely. 



How large do brokers believe actively i 
ETFs can become over the next five y ears? 

Brokers are not quite as optimistic about the 
growth potential for actively managec 
are the product experts. If/ when ETFi 
brought to market, brokers expect tha 
grow to control 16.5% of total equity 
fund assets within five years of intra iucuon, 
ending the period with $158 
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Exhibit 20 

Actively Managed iiTFs (Broker Views) 
How Much Share Will They Grab? 
(Equity fund assets) 




In the last two chapters we have learned about 
the attitudes and expectations of two different 
groups of investment professionals. Ii Chapter 
Six we will begin our examination of the 
preferences of retail investors, starting with 
retail early adopters, and then moving on to 
the general retail investing populi 
Chapter Seven. 
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Actively Managed ETFs (Broker Views) 
How Much Could They Crow? 
(Equity fund assets) 

$200 r 



$158B 
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VI THE CONSUMER'S PERSPECTIVE ON ETFs 



Experienced Retail Investors: Voice of the 
Retail C 



In Chapter Four we examined the opinions of 
the financial engineers, product designers and 
analysts who have been pioneers in bringing the 
first generation of exchange traded funds to 
market In Chapter Five we looked at a different 
group of leaders, those brokers and planners 
who are setting the pace in the integration of 
ETFs into the portfolios of their clients. Now we 
turn to a third group of "pioneers", namely 
those retail investors that have either actively 
inquired and educated themselves about ETFs 
(without yet purchasing one), and those retail 
investors that have actually made the decision 
to buy their first ETF. 

In this chapter we probe the attitudes and 
behaviors of retail investors who have taken an 
active interest in exchange traded funds (defined 
as personally requesting information about 
World Equity Benchmark Shares or WEBS). 
These "early adopters" provide preliminary 
insights as to how ETFs may be used by retail 
investors in the future. Not all participants 
have chosen to purchase an ETF. Those who 
did not can, however, still be considered active 
or informed inquirers and thus differentiated 
from the general retail investing public which is 
generally unaware of the features and benefits 
of ETFs. Telephone survey responses were 
conducted from May 9-11, 2000. 

Drawing conclusions about the behavior of the 
general investor from the attitudes or actions 
of early adopters is certainly not an exact 
science. There can be many characteristics of 
the typical early adopter of any product or 
service that makes them unrepresentative of 
■ other market segments. 

Once again, however, we must use the best data 
available. Often we find that the opinions/ 
attitudes of those who are actually doing or 



using something are more accurate 
of the opinions/ attitudes of future dojers/ users 
than the hypothetical opinions of those future 
participants taken before they actuall; r took the 
step to buy or act. In the next chapter we will 
look at the hypothetical opinions of th ; non-ETF 
educated general investing public bu :, for now, 
lets consider what a group of actual rletail ETF 
users has to say. 

THE RELATIVE IMPORTANCE OF 
FEATURES AND BENEFITS TO AC 
INVESTOR INTEREST 

We presented respondents with a list bf ETF 
features and benefits and asked them to rate 
the importance of each feature/benef t in their 
overall potential or actual investment decision. 
Our goal here was to gauge which tea' ures were 
most interesting or compelling or which had 
influenced the actual purchase decisions of 
these early adopters. These questions reveal 
the benefits or capabilities that 
value most. The features we highlignted are: 

1. Continuous pricing throughout th ; trading day 



2. Lower expense ratios relative to 
managed mutual funds and most 



3. Greater tax efficiency than most mutual funds 

4. Greater trading and tax flexibility than 
mutual funds 

5. Comparable trading and tax b< 
individual stocks but with the 
diversification traditionally 
mutual funds 

6. Ability to invest in an entire markit st 
with one trade 

7. Access to market sectors and 
mutual funds do not offer 

We presented each feature/ benefit on|* at a time 
and asked respondents to indicate w 



ictively 
index funds 



I 



would be of small/no, moderate, high or very 
high importance to them in their decision to 
purchase an ETF. 

Among the active inquirers two benefits stood 
out as being particularly compelling: first, lower 
expense ratios and second, tax efficiency. Both 
were rated as being of very high importance in 
attracting this group to ETFs. These responses 
are nearly identical to the ratings given by 
general retail investors (see Chapter 7), except 
that this less knowledgeable group consistently 
placed tax-efficiency at the top of their 
motivational scale. Every other benefit listed 
was rated as being of high importance, 
indicating that this ETF educated group 
appreciates the full spectrum of competitive 
features offered by these products. 

These potential early adopters are attracted to 
ETFs as a whole because they value each of the 
individual pieces in the package. It is important 
not to characterize these products as being 
primarily this or that, and then criticize them 
because the one feature highlighted may not be 
completely compelling on its own. ETFs are 
hybrid vehicles that speak to a wide variety of 
needs and interests. They do not have to be the 
only product or even the best product available 
along any one dimension in order to be 
popular. It is the package that counts. ETFs 
compete very well simultaneously across 
multiple investor needs. 

Interestingly, the most common stereotyping of 
ETFs involves their portrayal as being primarily 
trading vehicles for the rapid-fire turnover 
crowd. However, of all the benefits we listed, 
the two that were least compelling to the active 
inquirers was the availability of continuous 
pricing and trading/tax flexibility. If ETFs were 
attracting primarily the trigger happy, then 
these features would be at the top of the list, 
not the bottom. 

On this question, retail purchasers present a 
curious contrast to those who have educated 
themselves but not actually purchased. They 
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were moderately less passionate aboht nearly 
every feature on the list. They still expressed 
moderate to high interest for all but 
they did so in more qualified terms tl 
who have not yet purchased an ETF. 
that they may have found the reality 
experience to be somewhat less ii 
they had expected. Their responses 
satisfaction, but not excitement 
those who have not yet bought an 
of their benefits with a distinct 
excitement. This is an issue to watch, but our 
sampling of actual retail purchasers is not yet 
of sufficient magnitude to draw any ;olid 
conclusions as to whether there may be a 
perceived gap between promise and delivery 
for ETFs. 

Actual purchasers rated diversification (vs. 
individual stocks) and the ability to purchase 
an entire market sector with one trade as the 

most important attractions offered by ETFs. 
These were the third and fourth favorite 
characteristics for the active inquirers, 
neither of them were among the top 
for the general retail investor (see 
Lower expense ratios were deemed 
important by actual purchasers and 
inquirers, but they were actually rated 
least important benefit by retail ETF 
This is not completely surprising. Lojwer 
expenses definitely should be a key ii 
we are talking investment theory. Bu 
practice, when one is investing in 
a bull market, expenses tend to fall of : 
screen as the few basis points they 
the downside are dwarfed by the 
return potential of various hot in 
vehicles. A sustained flat or bear market may 
bring theory and reality about expense concerns 
closer together again. 

PURCHASE ACTIVITY & INTENTIONS 
For non-purchasers 

For those who have not yet purchased tl 
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ETF, we asked how interested they would be 
in doing so in the future. Sixty-nine percent 
responded that they were either very or 
extremely interested. They have done the 
research and have essentially become convinced 
of the merits of ETFs but for various reasons 
simply have not followed through on their 
intentions. It may be that they do not currently 
have the money, or that they need to establish a 
brokerage account first. Some may be convinced 
of the benefits of the ETF product structure in 
general, but uncertain as to which specific 
vehicle or investment objective they should 
choose. Still others may simply want to do a bit 
more research before acting. 



Exhibit 22: 

Interest in Purchasing ETF<- 




Amongst Active Inquirers Who Have Not Yet 0 
Bought an ETF 
1HI11 Extremely Interested 
HIBB Very Interested 
I | Somewhat Interested 
SHI Little or No Interest 



For those who have made an ETF purchase 

For those who have purchased their first ETF, 
we asked how interested they would be in 
doing so again in the future. Their responses 
split evenly with half being somewhat 
interested or less, and half being very or 
extremely interested. Again, this is against a 
small sample, but it does show something less 
than complete satisfaction amongst these early 
adopters. We do not know what is driving these 



attitudes. Perhaps some are confusing their 
disappointment with the particular vehicle 
or objective they chose with a sense 
disappointment with ETFs as a product 
This survey was conducted in early May, after 
the Nasdaq had fallen very sharply from it 
most recent high. Retail ETF investors are most 
actively involved in the QQQ produirt based 
on the Nasdaq-100. Anyone who may have 
purchased a QUBE recently could be 1 joking 
at some very substantial short-term losses that 
would tend to cloud their ability to 
dispassionately assess ETFs in genera . 



Exhibit 23: 

Interest in Purchasing ETF's Again 




in Purchasing ETFs Agaii 
HHH Extremely Interestec 
ISSH Very Interested 
I I Somewhat Interested 
Little or No Interest 



Preferred Channel for Purchase 

We asked non-purchasers what primary channel 
they would use if they were to purcha se an ETF. 
Forty-four percent indicated a prefer ;nce for 
using a discount broker followed by 15% who 
would use a full service broker. By co 
among actual ETF purchasers, 50% used a 
discount broker to execute their trade, with the 
other 50% opting to use a full service broker. 



the Future 




Exhibit 24: 

Preferred Purchase Channel 




Preferred Purchase 

llfjj Discount Broker 
l~ I Full Service Broker 
I jj Fee-Based Planner 
LJiH Internet Broker 
I I Bank Broker 



What investments would investors sell or 
forgo to purchase an ETF? 

We asked this group of investors a similar 
question to one posed to brokers and planners 
in Chapter 5, and to the general retail investing 
public in Chapter 7: // you were to buy an 
exchange traded fund, what investments might 
you replace or forgo in order to fund this 
purchase? The response options for the other 
interview groups were not as detailed as those 
offered to the retail early adopters, and they 
did not allow multiple responses (which were 
available in this survey), so exact percentages 
cannot be compared across these three groups. 
However, all three painted exactly the same 
picture and it differs somewhat from the 
competitive landscape being described by many 
mutual fund industry observers in the press. 

Sixty percent of respondents indicated that 
they would sell or forgo purchasing individual 
stocks in order to fund their ETF purchase. The 
brokers and planners we interviewed said that 
they have already been shifting assets from 
individual stocks as frequently as they have 
from index mutual funds. Our general investor 



group said that they were more likely tc 
their stocks than to sell either indexe i c 
actively managed mutual funds. Cumulatively, 
this makes a strong case that ETFs will draw 
more business away from traditional equities 
than from mutual funds. There is no doubt 
that both industries will be challenged, but 
discussion to date has tended to focus solely 
on the threat to mutual funds. 



Wh.it Would Retail Invested 
Sell or Forgo 



Source of Funds for ETF Purchase 



Individual Stocks 
Index Funds 

Actively Managed Funds 
Closed End Funds 



60% 
20% 
10% 
10%, 



What percent of their assets have retail 
purchasers allocated to ETFs? 
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As expected, the amount is rather 
Three quarters of ETF purchasers have 
less than ten percent of their portfoli< 
these instruments, while the other 
allocated less than twenty percent, Th<> 
percentage across all respondents was 
is very similar to the 11% average 
pioneering brokers and planners have 
allocating to ETFs within their client 
(see Chapter 5). 

These are not unreasonably low figures given 
the newness of these products, and the fact that 
so far ETF offerings cover only a han iful of 
investment objectives. As more products 
brought to market, covering more of 
spectrum of styles and asset classes, 
the education process begins to bear 
should expect to see these percentages 
steadily over time. This is not a questii 
getting more people to purchase ETFs, 
rather an issue of getting those who 
comfortable with ETFs to allocate a higher 
percentage of their portfolios to them. 
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Do retail early adopters use ETFs primarily 
as trading vehicles or do they form part of a 
longer-term buy and hold strategy? 

There is unanimity between all three of our 
investor groups (broker/planners, retail users 
and general investors), with all three weighing 
in against the myth that ETFs are primarily tools 
for active traders. Seventy-five percent of our 
retail users /inquirers said their intention is to 
use these products primarily for buy and hold 
purposes, while the remaining 25% said they 
would use them for a mix of both long term and 
trading oriented strategies. Not one respondent 
said that their primary reason for buying an ETF 
was for trading purposes (out of a small sample). 
This compares to 55% of brokers and planners 
who are focused on buy and hold and 45% who 
use ETFs to serve both needs. 

In the next chapter, we will expand substantially 
upon many of the issues raised in this chapter 
by our group of retail early adopters and 
educated inquirers, as we move on to take the 
pulse of nearly 900 retail investors who know 
little or nothing about exchange traded funds. 



VII THE CONSUMER'S PERSPECTIVE ON ETFs 



General Retail Investors: Voice of the 
"Prospect" Population 

In the past three chapters we have examined the 
opinions and the practices of several different 
groups concerning exchange traded funds. In 
Chapter Four we began with the most 
knowledgeable and experienced group, those 
product designers and analysts who have been 
pioneers in bringing the first generation of ETFs 
to market. In Chapter Five we looked at a 
different group of pioneers, those brokers and 
planners who are leading the way in the 
integration of ETFs into their clients portfolios. 
Finally, in Chapter Six we looked at a third 
group of pioneers, those retail investors that 
have either already purchased ETFs or have 
been active inquirers and have educated 
themselves about this new product class. 

In this chapter we attempt to gauge the 
awareness of the general retail investing 
public concerning ETFs and their attributes. 
We partnered with Market Facts, the nation's 
leading provider of custom marketing 
research, to survey nearly 900 investors (via 
telephone from April 7-9th). As expected at 
this early stage in their development, ETFs are 
still not well known by the overwhelming 
majority of investors. However, this survey 
highlights the attitudes of these qualified 
"prospective" investors toward the various 
features and benefits that ETFs offer, in order 
to rate how important these characteristics 
could potentially be in influencing future 
purchase decisions. 

FAMILIARITY WITH ETFs 

Out of a total pool of 2,000 respondents, 892 
qualified based on the following criteria: 

♦ They are the primary financial decision maker 
in their household or share that responsibility 
equally with someone else 



They have financial assets outside o 
retirement plan 

Of that group of 892: 

♦ 532 (59%) Don't know/ have never 1 
or are slightly familiar with them 

♦ 292 (33%) are moderately familiar w 

♦ 54 (6%) are very familiar with ETFs 

♦ 14 (2%) currently or previously owr 
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Level of Familiarity 

Do not currently own: 
Don't know 

Never heard of or slightly familiar 
Moderately familiar 
Very familiar 
Currently own (or owned previously) 
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The 
ETF 

of 



The fact that nearly 60% of the general 
public is unfamiliar with ETFs is by nc 
surprising nor should it be discouraging, 
figure that does surprise, and from 
promoters should derive some degree 
encouragement, is the 33% who are moderately 
familiar with these new products. We 
if this poll had been taken only six months 
earlier, this figure would have been 
lower. The recent blizzard of press 
prominence of the Nasdaq-100 (QUBEk), 
American Stock Exchange's first major 
advertising push have put this category 
radar screens of 1/ 3rd of American ho 
Obviously, a tremendous amount of e< 
remains to be done, and there may be a big gap 
between familiarity and the decision tc purchase. 
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Overall 

Level of Familiarity Average <$50K 

Do not currently own: 
Never heard of or 

slightly familiar 35% 4if, 

Moderately familiar 33 30 

Very familiar 6 4 

Currently own (or 

owned previously) 2 2 

* Read; "44% of respondents with <$50K ofmvestabte assets said they had never 
the overall sample." Here we have eliminated the "Don't Know" respondents. 



$50K 
<$100K 



$100K 
<$250K 



re only slighthj familiar with ETFA vs. 35% of 



♦ The level of familiarity with ETFs tended to 
rise with intestable asset levels. For 

example, 37% of respondents with $100K- 
$250K and 38% with $250K+ said they were 
"moderately familiar" with ETFs versus only 
29% of those with the least amount of 
investable assets. And, 11% of investors with 
$50K<$100K said they were "very familiar" 
with ETFs compared with 6% of respondents 
overall. What's more, 7% of respondents with 
$250K+ are current or previous owners of 
ETFs compared with only 2% of the 
population as a whole. 

THE RELATIVE IMPORTANCE OF ETF 
FEATURES AND BENEFITS TO POTENTIAL 
INVESTOR INTEREST 

We presented respondents with a list of ETF 
features and benefits and asked them to rate the 
importance of each feature /benefit in their 
overall potential investment decision. 
Remember that 98% of respondents have yet to 
purchase an ETF and well more than half did 
not know what they were prior to our survey. 
Our goal here was to gauge which features were 
most interesting or compelling or spoke to the 
perceived needs of the general investing 
population. These questions reveal the benefits 
or capabilities that respondents value most, 
rather than their intent to purchase an ETF in 
order to access them. The features and benefits 
we highlighted are: 



1 . Continuous pricing throughout the t rading day 

2. Lower expense ratios relative to actively 
managed mutual funds and most index funds 

3. Greater tax efficiency than most mutual funds 

4. Greater trading and tax flexibility 
mutual funds 

5. Comparable trading and tax benefits to 
individual stocks but with the built-i i 
diversification traditionally associate i with 
mutual funds 

6. Ability to invest in an entire market sector with 
one trade 

7. Access to market sectors and indices that mutual 
funds do not offer 



We presented each feature /benefit 
time and asked respondents to indicalte 
whether it would be a primary reason, 
minor reason, or would not be a fac 
their potential decision to purchase 
As shown in Table 16, tax 



flexibility and lower expei 
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L IT Interest 



ETF Feature/Benefit 



% Respondents Indicating 
Primary Reason for Potential Interest 



1 Tax efficiency 

2 Trading & tax flexibility 

3 Lower expense ratios 

4 Diversification 

5 Invest in entire market sector 

6 Access to sectors/ indices not available w/mutual funds 

7 Continuous pricing 



55 
48 



35 
26 



Tax Efficiency: Remember that this would relate 
to only about half of retail assets, since about 50% 
of household holdings of mutual funds are in tax- 
deferred accounts (4010c), IRA etc.)- Indeed, most 
taxable assets are concentrated in the hands of the 
top quartile of wealthier households, with the 
majority of households having little or nothing in 
taxable accounts (since all they can afford to save 
goes into their tax-sheltered retirement plans). 

This high level of concern about tax-efficiency 
correlates with the emerging interest that 
investors have shown in the numerous tax- 
managed funds that have been introduced over 
the past two years. 

Trading & Tax Flexibility: Trading flexibility is 
important, but dsS continuous pricing. Why the 
apparent contradiction? This is actually a very 
important distinction that highlights why ETFs 
cannot be painted with a broad brush as being 
primarily designed to facilitate trigger-happy 
traders. Many early adopters may be using these 
as trading vehicles, but the general public seem 
motivated by the opportunity to take advantage 
of continuous pricing on a regular basis. 
Nevertheless, they do value the timing flexibility 
which, though not necessary to facilitate active 
trading, still gives them a sense of increased 
control and precision when they do ultimately 
decide to place their trades. 



Lower Expense Ratios: This is the one benefit 
that applies universally to every investor 
segment Lower expenses are an equal 
opportunity advantage to every der lographic 
cohort. This may be the anchor benefit upon 
which the ETF competitive package is built An 
S&P 500 Index-based ETF is available from State 
Street for a total expense ratio of only twelve 
basis points (SPDRs), and one will 
offered by Barclays for only nine basis points. 
These are lower than anything else available ir 
the retail marketplace by an order o: 1 magnitude. 

Most other ETFs maintain similar ccfst 
advantages vs. their comparabli 
competition, and boast an even wider advantage 
vs. actively managed products. Mut h of this cost 
advantage is derived from the elimination of 
shareholder sub-accounting costs that burden 
traditional mutual funds. 
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ETF Feature/Benefit 


Average 


<$50K 


<$100K 


<$250K 


S250K+ 


Tax efficiency 


55% 


62% 


58% 


52% 


57% 


Trading & tax flexibility 


48 


53 


45 


49 


51 


Lower expense ratios 


46 


45 


50 


49 


48 


Diversification 


39 


40 


40 


37 


35 


Invest in entire market sector 


37 


34 


47 


42 


36 


Access to sectors/indices not 












available w/mutual funds 


35 


36 


44 


31 


39 


Continuous pricing 


26 


32 


22 


18 


36 
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There is not a great deal of variance in 
feature preference by invest able assets. 
Tax-efficiency, trading & tax flexibility and 
lower expense ratios are the top three 
benefits for every wealth segment 

Investors with $50,0004100,000 of assets rated 
"Access to sectors /indices not available with 
mutual funds" much higher than the overall 
respondent base. Smaller investors tend to be 
satisfied with the robust product array offered 
by fund families, while the affluent have 



better access to specialized or custom-tail ored 
products. The mid-tier of investors is 
therefore, more attracted to the o 
access new asset classes that were: n 
available to them before. 

For investors with $250,000+ 
"Continuous pricing" was substantially 
important than it was to the sampli 
whole. This may imply that those 
financial means are more comf< 
an active trading environment. 
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ETF Feature/Benefit A 


verage 


18-34 


35-44 


45-54 


55-64 


65+ 


Tax efficiency 


55% 


59% 


50% 


58% 


56% 


55% 


Trading & tax flexibility 


48 


47 


46 


52 


52 


43 


Lower expense ratios 


46 


40 


50 


48 


49 


35 


Diversification 


39 


36 


41 


51 


28 


23 


Invest in entire market sector 


37 


29 


46 


33 


37 


40 


Access to sectors/ indices not 














available w/ mutual funds 


35 


33 


39 


35 


39 


9 


Continuous pricing 


26 


23 


27 


24 


35 


20 


'Read; "59% of respondents age 18-34 
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There is only a modest amount of variance in 
feature preference by age group. Tax efficiency 
was the most important issue for each segment, 
with trading & tax flexibility and lower 
expense ratios a close second and third. 



Investors age 45-54 were much more 
interested in the diversification offered by 
ETFs than the sample as a whole. 



Investors over age 65 had almost no interest in access to new sectors and indices, indicating 
openness to innovation or experimentation and a general satisfaction with the breadth of cptions 
already offered by mutual funds. These seniors were also distinctly less concerned about lower 
expense ratios or diversification benefits vis-a-vis individual stocks. 



ETF Feature/Benefit 



Overall 
Average% 



% Respondents 
Type of Brokerage Accounl 

Full-service/ 
discount Interne :■ 



Tax efficiency 


55 


55 


6p 


Trading & tax flexibility 


48 


51 


5i 


Lower expense ratios 


46 


49 


54 


Diversification 


39 


45 


56 


Invest in entire market sector 


37 


46 


48 


Access to sectors /indices not 








available w/ mutual funds 


35 


43 


43 


Continuous pricing 


26 


28 


36 



'Read: "55% of respondents who have a full-service or discount brokerage account and 60% who have at 
specified tax efficiency as a primary reason for purchasing ETFs vs. 55% of the overall sample. " 



Respondents who have brokerage accounts of any type were more motivated than the 
average by every one of the ETF features and benefits we listed. This makes sense 
many of the features of individual stocks and can only be accessed through a brokerage 

The need to go through a broker to purchase an ETF means that even as 
run the money, they will at the same time bene6t the brokerages which will handle the trades, 
cannot purchase them directly from the fund companies. 
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♦ Internet investor passion for ETF benefits was distinctly higher than for those respondents ' vhi 
via a full-service or discount brokerage account (which in turn was higher than for the non- 
enabled investors). This suggests that e-brokerage customers may be one of the best segments for 
promoters to target. 
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FUTURE PURCHASE INTENT 

After we described ETFs and presented respondents with a summary of their features and benjefits, v 
asked respondents to indicate how interested they would be in purchasing an ETF in the futur Forty- 
seven percent of respondents indicated some level of interest in purchasing ETFs (see Table 



20>. 
Clea'ly, 



This is a very encouraging figure for this early stage of ETF development and awareness, 
can consistently deliver the potential benefits they promise, and effectively communicate and 
these benefits to the general investing public, then this suggests that there is plenty of 
consideration of these products. 
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Level of Interest 


% of Respondents 


Not interested 


48 


Somewhat interested 


40 


Very or extremely interested 


7 



Future Purchase Intent by 
Household Investable Assets 

Of the 7% of respondents that indicated a high 
level of purchase interest for ETFs, the majority 
(65%) have household investable assets of less 
than $100,000 (excluding retirement plans). 
Forty-eight percent have assets of under $50,000. 
ETFs seem to have potential appeal across all 
wealth segments, including for the average 
small investor. 

The 40% of respondents who indicated that they 
were somewhat interested in purchasing ETFs 
were evenly distributed across investable asset 
ranges as summarized in Table 21: 



% of Respondents Indicating 
"Somewhat Interested" 
Asset Ranges in Purchasing ETFs 

<$25,000 39 

$25,00Q<$5O,O0O 40 

$50,000<$100,000 46 

$100,000<$25u,OOQ 46 

$250,000+ 44 

Overall Average 40 

'Read: "39% of respondents with <$25fi00 of investable assets 
indicated that they were somewhat interested in purchasing 
ETFs vs. 40% of the overall sample. " 



♦ Respondents with between $25,000 and $50,000 
of investable assets were modestly less likely than 
the overall average to indicate some level of 
interest in purchasing ETFs. This can be 
explained by the fact that smaller investors do 
not have sufficient resources to diversify much 
beyond the core holdings that form the 
foundation of a starter portfolio, and mutual 
funds already offer solid coverage of these areas. 



they don' 



Of course, smaller investors still 
interest levels that are reasonably 
to wealthier cohorts. Even if 
the wealth to supplement their 
with specialized ETFs, they can 
interested in substituting 
generic mutual funds. 
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Table 22; tutu re Purchase Intent b 



% of Respondents Indicating 
"Somewhat In crested" 
m Purchasin g ETFs 



Age Group 

18-24 
25-34 
3S44 
45-54 
55-64 
65+ 

Overall Average 

'Read: "69% of respondents age 38-24 indicated iha 1 
somewhat interested in purchasing ETFs vs. 40% " 
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Future Purchase Intent by Age 

Younger investors are substantially 
interested in purchasing ETFs than 
investors. Those aged 18-24 are five 
likely to purchase ETFs than those 
on their own self assessment. Of 
youngest age cohort controls only a 
of the wealth that the senior group 
these figures do not necessarily 
to best target ETF promotional efforts. 

The age gap here does correlate with Ihe higher 
preference for ETF features indicated by Internet 
brokerage customers. It also makes 
terms of the well -documented affinity 
younger generations for new technologies and 
innovative products. 
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Type of 

Brokerage Account 



% of Respondents & Level 



Purchasing FTPs 

Extremely/ Somewhat 
Very Interested 



Full-service or 
Discount 
Internet-based 
Overall Averages 



10% 42% 
18% 51% 
7% 40% 

* Read; "10% of investors with a full-service or discount 
brokerage account and 18% with an Internet-only brokerage 
account indicated that they mere extremely or very interested 
in purchasing ETFs vs. 7% of the overall sample. " 



Future Purchase Intent by Type of 
Brokerage Account 

♦ Table 23 demonstrates more explicitly that the 
overall level of interest in ETFs is higher among 
consumers who invest via the Internet This 
group's response rates were substantially above 
the averages for the overall population whether 
they indicated mat they were "extremely/very 
interested" or only "somewhat interested". 
Sixty-nine percent of Internet brokerage users 
expressed at least some interest in purchasing 
anETF. 

♦ 18% of respondents who have an Internet- 
based brokerage account indicated that they 
were extremely or very interested in 
purchasing ETFs, compared with 10% of 
respondents who have either a full-service or 
discount brokerage account. 

♦ Similarly, 51% of investors who have an 
Internet-based brokerage account indicated 
that they were somewhat interested in 
purchasing ETFs versus 42% of those with 
full-service or discount brokerage 
relationships. 



Who has an Internet Brokerage Accotnt? 

Given that respondents investing via he 
Internet appear to have a higher over ill level of 
interest in ETFs than those that do no : have an 
Internet-based brokerage account, we decided tt 
probe more deeply to understand some of the 
characteristics of this segment. 

♦ As Table 24 shows, respondents 
Internet-based brokerage account i:end to be 
higher asset/ income households. In addition, 
the primary financial decision m* 
overwhelmingly male (67% of the 
shown in table). 

♦ As expected, younger investors arb far more 
likely to use Internet brokerage accounts than 
investors in older age segments.. 



Account 
Overall Average 
14% 



14% 



Investable Assets 



$25K<$50K 
14% 



$50K<$100K 
16% 

Annual Income 



$100K<$250K 
13% 



<$25K 
8% 



$25K<$50K 
10% 



$75K+ 
22% 



18-24 
31% 



25-34 
14% 



35-44 
17% 



*Read: "23% of respondents with investable assets of<$25K, 8% with annual incomes of<$25K and 31% age 18-24 have internet 
brokerage accounts vs. 14% of the overall sample, " 



POTENTIAL IMPACT OF ETI PURCHASES 
ON COMPETING INVESTMENT VEHICLES 

We asked respondents to tell us, if they were to 
purchase an ETE which of the following 
investment vehicles might they replace or 
forego purchasing in order to invest in an ETFr 

♦ Individual stocks 

♦ Index mutual funds 

♦ Sector mutual funds 

♦ Actively managed funds that are not 
sector funds 

(Multiple responses were permitted) 

Table 25 reveals several very important findings. 
First, that ETFs are actually more likely to 
redistribute business from individual 
securities than they are from mutual funds. 
Remember that ETFs are a hybrid of mutual 
fund and individual stock features. It is only 
natural that they will have a redistributive effect 
on both. The important questions are to what 
degree and in what relative proportion? Yet we 
never read stories claiming that ETFs pose a 
potential threat to the old model of individual 
security ownership or that ETFs have made 
buying stocks obsolete. Why then do we 



entertain this sort of unfounded speculation 
concerning the mutual fund industry! 

As expected, within the fund world, i idex 
funds are the most directly threatenec by ETFs, 
especially as long as all ETFs remain index- 
based. But their exposure to ETF com petition is 
not that much more severe than sect© r mutual 
funds even though they are actively managed. 
The package of benefits offered by ET 
sufficiently attractive to lure a very sa 
aggressive and performance oriented 
constituency from the arms of active i 
into the world of passive management 
(indexing). Those fund companies 
heavy exposure to sector funds 
consider ETFs to be a very real threai. Better 
yet, these firms should consider takin j the lead 



impact of ETI 1 Pitrchas 
istmeitt Vehicles 



% of Respondents Indicating 
They Would R ' " 
Investment to Pi 



Individual stock 
Index fund 
Sector fund 
Actively managed 
non-sector fund 



in embracing ETFs as a logical extension of their branding as leaders in sector fund management. 

This small table includes yet another blockbuster statistic. 35% of respondents indicated that it 
were to purchase an index-based ETF they would do so at the expense of actively managed a 
funds (non-sector). This means that ETFs are an equal opportunity challenge not only to their half 
brothers (index funds — 8% of mutual fund equity assets), but also to the entire extended fam ly of 
traditional actively managed equity funds (92% of assets). We don't need to wait for the advent o: 
actively managed ETFs for erosion of the bulk of mutual fund equity assets to begin. A challenger has 
already arrived. 
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Investment Being 
Replace/Foregone 


Overall 
Average 


<$25K 


$25K 
<$50K 


S50K 
<$100K 


$100K 
<$250K 


$250K+ 


Individual stock 


47% 


47% 


54% 


60% 


46% 


37% 


Index fund 


41 


45 


26 


59 


29 


40 


Sector fund 


38 


37 


29 


47 


37 


36 


Actively managed 
non-sector fund 


35 


32 


28 


47 


24 


42 


"Read: "47% cf respondents with <$25K in investable assets indicated that tiiey would likely replace or fan 
investment in order to purchase an ETF vs. 47% of the overall sample." 
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Potential Impact of ETF Purchases by Household Investable Assets 

♦ Investors with $50K-$100K of investable assets were well above the overall averages for all the investment 
vehicles listed when asked which they would replace or forego to purchase an ETF. This mean! that they 
are least likely to fund their purchase out of cash balances or current income (the other major ft mding 
categories available). 

♦ After investors with $50K-$100K of assets, respondents with $250K+ were the second most likjely si 
to replace or forego an actively managed non-sector fund in favor of an ETF. 

4 $25K-50K investors and those with $250K+ in assets were actually more likely to consider liquidating 
actively managed funds (non-sector) than index funds in order to fund their ETF purchase. We must 
keep in mind, however, that there are ten times as many actively managed equity assets avjailable to be 
liquidated as there are index assets. 

♦ Four of the five wealth segments were more likely to sell individual stocks than any foi m of 
mutual fund. 



Investment Being 
Replace/Foregone 


Overall 
Average 


18-24 


25-34 


35-44 


45-54 


55-64 


65+ 


Individual stock 


47% 


51% 


41% 


58% 


39% 


39% 


54% 


Index fund 


41 


44 


37 


39 


47 


43 


37 


Sector fund 


38 


26 


35 


47 


40 


26 


37 


Actively managed 
non-sector fund 


35 


22 


28 


43 


41 


28 


24 



"Read: "53% of respondents age 18-24 said they would replace or forego an individual stock investment to purchase an E7"Fus. 
overall sample. " 

tVeiy small sample size 



Potential Impact ofETF Purchases by Age 

♦ Investors age 35-44 were most likely to replace 
or forego an individual stock investment in 
order to purchase an ETE They were also the 
most willing to opt for an ETF over sector 
funds and actively managed non-sector funds. 
This seems to be an attractive age group for 
ETF marketers to target. 

♦ Investors age 45-54 were markedly above 
average in their openness to replace or forego 
an index fund in favor of an ETF, followed 
closely by respondents age 18-24. In addition, 
45-54 year-olds were second only to 
respondents age 35^4 in their willingness to 
choose an ETF over an actively managed fund. 



Four out of the six age segments 
likely to seU individual stocks 
of mutual fund. 



Potential Impact of ETF Purchases bjf Type of 
Brokerage Account (Table 28) 

* Those investors that use Internet brokerages 
are far more likely than average 
replace/ forego all forms of mutua 1 ! 
(index, sector and actively manag :d n 
sector) in favor of ETFs, and are a so more 
likely to do so than investors who trade via a 
full-service or discount brokerage account. 



Tjvere more 
any form 



Replace/Foregone 



Overall % Respondents 

Average % Type of Brokerage Accoun 

Full-Service/ 
Discount Interrn 
Individual stock 47 47 

Index fund 41 45 

Sector fund 38 39 

Actively managed 

non-sector fund 35 38 

* Read: "47% of respondents with a full-service or discount brokerage account and i7% with an Internet-only account indica 
would likely replace or forego an individual stock investment in order to purchase an ETF vs. 47% of the overall sample." 



VIII COMPETITIVE IMPLICATIONS FOR THE MUTUAL FUND INDUSTRY 



The Index-Based Challenge: 
Present Tense Realities 

Some commentators have opined that ETF's 
represent the "killer application" that will slay 
a mutual fund industry giant that has grown 
fat and lost the innovative touch necessary to 
compete in the age of e-commerce. They see 
ETF's as fundamentally superior products that 
are destined to eventually replace mutual funds. 

There is no doubt that index-based ETF's offer 
several benefits that make them a compelling 
alternative to traditional mutual funds for many 
investors. It would not be an exaggeration to 
say that the financial engineers at the Amex 
have literally created a "better mousetrap" for 
at least some segments of the investing public. 

FRC expects that index-based ETF assets will 
continue their recent dramatic growth rate for 
many years to come. Indeed, we believe that 
ETF's may turn out to be the most significant 
new product category of this new decade. But 
that does not mean that mutual funds will be 
disappearing any time soon, or that the overall 
viability of fund management companies is in 
any sense problematic. 

Better mousetraps do not automatically replace 
older mousetraps. For example, numerous 
academics have made a compelling case that an 
indexed investing approach is superior to active 
management Yet for their first twenty years, 
index mutual funds attracted little interest, and 
even in recent years, after their benefits have 
become widely known and appreciated, they 
still represent less than ten percent of total 
equity mutual fund assets. 

Similarly, fund supermarkets have been 
accurately described as better mousetraps, with 
features that traditional closed-system fund 
families simply could not match. Yet despite 
their much-celebrated growth, supermarkets 
have not come close to eliminating old model 



distribution of mutual funds. Index 
supermarkets did not undermine 
but rather contributed to its 
enhanced its ability to evolve and a< 
needs of the investing public. We 
ETF's will follow the same pattern. 
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Are index-based ETFs a threat to ft 
companies? That depends on the a 
the company and how it defines ii 
looks at itself as only being in the b 
managing and/ or distributing u 
end funds, and does not have a v 
expanding beyond that narrow d 
the growth of ETF's is most definitely e 
to their franchise, as is the growth o 
accounts and other vehicles that compete with 
traditional funds. However, if a ci 
itself in broader terms, as a manager/ distributor 
of pooled investment vehicles, then I 
not need to be feared or fought, bu n 
embraced as a logical extension of tl 
business and a mechanism to bring i 
management expertise to a new aud ence. 

Fund groups can no longer afford to define 
themselves in narrow structural or re julatory 
terms, because these are not relevant concepts 
to investors. They m 
managers who are in the business of providing 
investment vehicles to their customers in 
whatever forms they prefer, irrespective of 
legal structure. This opens up the do >r to all 
categories of alternative products, inc tuding 
ETF's. We must remember that what 
call "alternative products" today, ms y be 
mainstream growth drivers tomorrow. 

Some claim that the mutual fund ind istry is 
ripe for reinvention. In many ways 
For instance, while the cost of owninj; 
has dropped sharply, the cost of owning 
funds has not declined meaningfully, 
question of whether funds are a gooti 
but of whether they could easily 



is true, 
stocks 

mutual 
It is not a 
value, 
an 



even better value, and whether or not price 
competition and innovative features from new- 
product classes such as ETF's will force them 
to bring mat additional value to investors. 

The greatest threat to a fund company from 
index-based ETF's is not necessarily to its 
assets, but to its margins. Assets can potentially 
be retained by offering one's own ETF's, but 
if this is successful, it will lead to substantial 
margin erosion for those assets that are 
converted from traditional high fee funds. 
The expense differences are dramatic. Most 
ETF's charge less than half the average of 
comparable index funds, and from one third to 
one fifth of actively managed funds. State Street 
recently dropped the fee on its popular SPDR 
to only 12bp, Barclay's new S&P 500 linked 
product has lowered the bar to 9bp. 

Fee rates at these levels will mean that only a 
handful of firms with extremely large scale 
will be able to manage index-based ETF's 
profitably on a stand-alone basis, if we are 
considering only broad-base indexed products 
(specialized segments, enhanced or actively 
managed funds could be more profitable). But 
that doesn't mean that nobody else can benefit 
from offering even the most fee competitive 
versions. Many investors will only want to 
place a portion of their assets into these vehicles 
while leaving the rest in higher profit traditional 
funds. On an aggregate basis, these customers 
may still be profitable, and potentially worth 
the cost of offering the ETF as a retention 
device. This will, of course, require that 
companies develop mechanisms to keep their 
ETF's under one common branding, servicing 
and reporting umbrella with the rest of their 
mutual funds. 

But why focus only on the potential to 
cannibalize your current business? Why not 
look at index-based ETF's as an opportunity 
to bring individual security buyers back into 
the world of pooled vehicles and to re-capture 
the wallet share that has been lost over the 
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past couple of years to the discount and on- 
line brokerages? Households currently have 
more than $8 trillion in individual c 
equities compared to only $3.1 trilli 
term mutual funds. Since ETF's are a 
of funds and individual securities, 
ideal bridge to attract stock investors 
back into) funds. Even a small portion 
stock holdings would go a long way toward 
providing needed scale economies 
companies. And once they are back 
fold, the opportunity exists to cross 
higher fee products that might not have 
been considered before. 
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Until actively managed ETF's can be 
ETF's will primarily draw business 
individual stocks, index funds, 
funds, UITs and sector funds. While 
already begun to take some business 
actively managed funds, the dollar 
relative to total actively managed 
still quite small. Those fund 
don't have significant exposure to 
vulnerable areas have little short- 
to fear cannibalization, but rather they 
opportunity to take business away f 
large players in these product types. 



Sector Funds 
S&P 500 Index Funds 
Other Index Funds 
Equity Unit Ir 
Equity Closed End Funds 
Enhanced Index Funds 
Tax-Managed Equity Funds 



i in long- 
hybrid 

are an 
into (or 
of their 



away h 



created, 

end 

hey have 
away from 
t mounts 
assets are 



that 

more 



have an 
the 



Total Pooled Investment Vehicles 
Individual Stocks 



The timing of index-based ETF product 
development efforts will be critical, iarly 
adopters will likely benefit from a 
"first-mover" premium. This will 



a groundswell of free media coverage, and the 
opportunity to brand a firm as an innovator in 
a culture that seems to idolize innovation. 

Index-based exchange traded funds will be a 
powerful force for change in the mutual fund 
industry over the next decade. As always 
though, change will mean a threat for some and 
an opportunity for others. Those who choose to 
embrace the change will be best positioned to 
succeed in spite of the potential threat. 

The Actively Managed Challenge: 
Future Possibilities 

It took a great deal of financial engineering and 
regulatory appealing to create the current class 
of index-based ETFs. It was a long process that 
took several years to initially pass muster with 
the SEC. Even after the first ETF was approved 
in 1993, State Street Global Advisors has had 
to continue to fine-tune its features in order 
to make subsequent product offerings more 
structurally appealing. 

Five years after the first ETF introduction, all 
ETFs combined had raised less than $7 billion. 
Arcane financial engineering may produce 
theoretically better products, but that clearly 
does not guarantee that their superior benefits 
will be quickly recognized or embraced by the 
investing public. Finally, over the past two 
years, index-based ETFs have begun to capture 
both investor attention and significant assets, 
rising to nearly $40 billion as we go to press 
(May 26th ; excluding HOLDRs and non SEC- 
registered funds). 

Clearly, index-based ETFs are about to break 
through into the mainstream-investing world. 
Yet amidst this flurry of product development 
efforts there is not one actively managed 
product to be found. No one has yet to file 
a request with the SEC for anything other 
than index-based offerings. 

Actively managed ETFs have yet to be filed 
with the SEC because nobody has yet been 
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able to figure out how to create one. Indeed, 
most financial professionals find it 
conceptualize how such an instrument 
be constructed even in theory. If you 
and failed to grasp the concept you 
of company. It seems that only a 
scientists at the American Stock Exchange, 
a handful of the financial engineers w ] 
pioneer the index-based version, have 
to envision the mechanics 
actively managed ETF. 

Of course, even if the conceptual and 
issues can be worked out, there are Ivery 
distinct regulatory hurdles that will t len have 
to be faced. Paul Roye, the director o : the SEC 
Division of Investment Management, has 
already expressed pre-emptive concerns about 
actively managed ETFs from both a technical 
and a policy perspective. 

On the technical side, Roye correctly n 
that the mechanics of index-based E 
precise knowledge about what si 
held in the underlying portfolio so that 
specialists that support them can mai 
appropriate hedging positions. How c 
equivalent information be provided i 
managed funds? This would require ri 
time portfolio disclosure, and real-tii 
public availability of all purchase an< I s. 
decisions by a fund manager, allowing o 
to copy and even undermine a man: ger's 
trading strategy. 

On the policy side, Roye is worried 
encouraging the day trading of mutua 
which have traditionally been viewed 
term vehicles. He believes that if acti 
managed ETFs are permitted, they might 
engender "a short-term trading mentality 
fund shares spilling over into the non- 
traded class of fund shares. 



FRC does not believe that the ability tb trade 
more frequendy will necessarily lead : nany 
investors to meaningfully increase their trading 
velocity. But if the top fund regulator believes 
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otherwise, then we should expect at best to see 
a continuation of the very lengthy approval 
periods that have been the norm to date for 
index-based ETFs. 

Nearly all of the experts we interviewed believe 
that index-based ETFs are a significant challenge 
to traditional index mutual funds, but only 
one-third saw actively managed ETFs as a 
significant challenge to traditional actively 
managed mutual funds. Those that did believe 
that the actively managed version would 
emerge as a meaningful challenge, however, 
did not see it happening for at least two 
more years. 

Those most involved in monitoring the ETF 
world do not see the first actively managed 
ETFs being introduced any time soon. The 
most optimistic 25% don't expect to see these 
products brought to market until late 2001. 
One-third think we will have to wait until 
2002. Notably, one-third of these experts 
aren't sure if there really is a need to create 
this class of investment vehicles or else they 
are skeptical that anyone will ever be able 
to successfully engineer them. 

The biggest obstacles identified by this group 
were the same regulatory and technical 
challenges that the SEC's Roye has spoken 
about. Other significant obstacles listed 
were profitability and the need for investor 
education. 

On the index-based side, expense ratios are 
razor thin, requiring substantial asset gathering 
ability to generate meaningful profits. However, 
if actively managed ETFs are offered, they 
should probably be able to avoid the cut-throat 
margins of their index-based predecessors just 
as they have been able to do on the traditional 
fund side. Nevertheless, there will be pressure 
to meaningfully undercut typical expense ratios 
for actively managed funds. 

Even if actively managed ETFs prove to be a 
"better mousetrap" on paper, it will still take a 



is amount of education to 
investors of these benefits. Although 
instruments should be reasonably 
terms of how they may be bought and 
their structure will undoubtedly be 
complex. Due to this factor, it may 
deal of time and money to bring 
investors up to the comfort level neclessary 
for them to make a purchase decisio: i. 
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Expectations for index-based ETF ; 
over the next one, three, and five 
very similar to those for actively manaj 
growth over the same periods, 
the introduction of the first products 
class (stall two years away). This me; 
ETFs are currently expected to have 
larger percentage impact on traditio 
funds than upon traditional actively 
funds. Although the total dollar pro; 
for both classes are roughly equal, at 
managed funds currently hold ten 
assets of index funds, so a< 
funds should feel the effects of ETF 
proportionally that much less than 
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Over the next five years, our panel 
forecast asset growth for index-based 
accelerate moderately in terms of tota 
but will slow in percentage terms to a 
30%-50% per year. The average projection 
for assets of $201 billion in five years 
though estimates ranged as high as 5500 
billion. Consensus figures call for index- 
ETFs to capture 27% of total index fur d 
by 2005, compared to just 8% today. 

If actively managed ETF products can 
ultimately be brought to market by 2002, 
the average expectation is for assets tc grow 
rapidly during the first year to $58 billion. 
Early adopters will fuel this 
assets from individual equity holdings, 
of as much as $10 trillion in assets by 
equity fund holdings, a pool of about 
(household assets only — institutions 
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After that, the challenge of educating the 
majority of investors will take over, causing 
growth rates to fall to the range of 30%-50% 
annually, and bringing total actively managed 
ETF assets to $244 billion five years out in 
2007. Here again, estimates ranged as high 
as $500 billion. 

It should be noted that these forecasts on the 
actively managed side are highly speculative 
and are based far more on educated guesses 
than upon carefully constructed models with 
reliable input parameters. Such is the nature of 
predicting the growth of something that has 
not yet been invented. 

What should fund companies be doing? 

Despite the many obstacles that face actively 
managed ETFs, FRC believes it is reasonable 
to assume that the technical problems will 
eventually be overcome and that the regulatory 
barriers will also eventually be surmounted. 
Today it can take as long as 12-18 months for an 
index-based application to pass muster with the 
SEC, despite the fact that the SEC has already 
approved 30 products that are substantially 
similar. Look for all new ETF innovations, 
especially any actively managed version, to 
take at least this long, and maybe much longer. 

We expect that the SEC won't wait too much 
longer before it creates new rules that would 
expedite the current application process at least 
partially, but there are no guarantees. Since 
actively managed ETFs present a whole range 
of new issues and concerns, these products 
will probably not benefit from any loosening 
of the case-by-case scrutiny that their index- 
based counterparts may eventually enjoy. 
Indeed, it is possible that actively managed 
applications will not just be delayed, but that 
they might not receive approval at all. 

Can fund companies afford to wait and see how 
things unfold? For many, the answer may be 
yes. ETFs represent more of an evolution than 
i. The difference between the two 



is time. Evolutionary change can be 
substantial, but it unfolds at a pace th 
some deliberation and planning in 



quite 



FRC believes that over time both classes of 
ETFs will become substantial competitors to 
traditional mutual funds and other 
products. This does not however mean that 
they are necessarily a threat to traditional asset 
management companies. Rather, we \iew ETFs 
as a logical extension of what the fund 
industry already offers. This is just another 
significant innovative step in the evoh tion of an 
industry that has consistently shown flexibility 
and a willingness to transform itself 
in order to continue to meet the changing needs 
of the investing public. 
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On the index-based side, the competitive b 
is well underway. If a company sees ii 
products as a meaningful component o 
business strategy, then the time to b 
product development efforts in this a 
now. However, those firms that are o 
to an exclusively actively managed approach 
may still have a window of time to monitor 
developments before they need to actively 
pursue their own development plans. 

Firms that want to exercise market leadership 
should consider beginning an active Research 
effort now in preparation for ETF de\ 
down the road. This is true even if firms don't 
see themselves as indexers. There is z big 
learning curve that must be worked (J rough 
with these products. Their creation is ar more 
complicated than anything most prod ict 
development departments have had to deal 
with in the past. 

It would be wise for firms to "incubate' 
knowledge base about how these pro iucts are 
constructed. Begin now with even a sir gle index 
fund, then migrate up to an enhanced index 
fund as the technical difficulties with this a 
worked out (expected by year-end). 

When or if the technical and regulate y 



challenges to actively managed ETFs are 
overcome, firms will then be ready to move 
quickly to capitalize on these breakthroughs 



As we discussed in Chapter Four, forecasting 
is certainly an imprecise endeavor. W ; offer 
these graphs to provide the reader with some 
parameters and reasonably compara >le 



and have a chance to capture some of the first 



mover premium which these products are 
likely to offer. 



historical examples from which each person 
can seek to base their own views about the 
possibilities and probabilities of different 



Graphical Growth Comparisons 



ETF growth scenarios. 



The remainder of this chapter consists of a series 
of time series graphs examining the growth 
trends of other mutual fund product categories 
that most closely parallel the features offered 
by ETFs. It also includes a look at the growth 
or adoption trends of other innovative 
products/ services that are have been noted 
for their success in recent years, 

If we compare the growth forecasts offered by 
our panel of ETF experts and those provided 
by the financial professionals (brokers and 
planners) to the trends illustrated by these 
graphs, we can see that ETFs compare very 
favorably to most comparable categories, and 
to the most successful products of the past 
decade. They certainly look much stronger than 
Closed-end Funds, Unit Investment Trusts and 
Enhanced Index Funds, and compare favorably 
to Tax-Managed Funds and even Sector Funds 
in their early years. Their forecast growth 
places them on a line to match the success 
that traditional index funds experienced over 
the second half of the 1990's. 

In its early years, Schwab's Mutual Fund 
Supermarket, arguably the most significant 
financial services innovation of the 90% 
clearly outperformed the asset gathering 
ability of index-based ETFs. However, our 
expert forecasts could bring index-based 
ETFs to roughly the same size as the Schwab 
Supermarket in five years, with actively 
managed ETFs more or less reaching this same 
level a few years later. By 2007, our expert 
forecasts predict that total ETF assets (index- 
base -)- actively managed) will range from 
$445 billion to $1 trillion. 
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* First quarter 2000 actual multiplied by four. 



Exhibit 25B 

Equity Index Funds 

Share of Total industry Equity Assets 



Exhibit 25D 
Equity Index Funds 
Share of Total Industry Equity Net 



IIP 



■m-IIII 



Source: ACCESS/FRC Database 




Source: ACCESS/FRC Database 



Exhh<; , /SE 
Equity Index Funds 
Number of Portfolios 



.■mil!!; 



Source: ACCESS/FRC Database 



Exhibit 25F 
Equity Index Funds 

Share of Total Industry Equity Portfolios 




Sonne: ACCESS/FRC Database 



Exhibit 26 A 
Growth of Enhanced Equity Inde> 
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Source: ACCESS/FRC. 

* First quarter only versus earlier full year figures. 
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Source: ACCESS/FRCD 
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Exhibit 29A 

Growth of Equity Unit Investment Trusts 
Assets in Billions c- . dollars 




Exhibit 30A 

Growth of Tax-Managed Equity Funds 
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Source: ACCESS/FRC Database 
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Source: ACCESS/FRC Database 

" First quarter 2000 actual multiplied by four. 
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Exhibit 33A 

Growth of the Schwab Mutual Fund Supermarket 
NTF & Non \TF Assets in Billions of Dollars 
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Exhibit 33B 
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IX BUILDING YOUR OWN ETF PRODUCT LINE 



As has been mentioned previously in this paper, and more than adequately supported by K 
Moriarty's description of the SEC approval process, embarking on the road to establishing an ETF is not 
anything like filing for approval to launch a typical mutual fund. There are myriad legal 1 
one could encounter unless they are dealing with a law firm that has in-depth experience with the 1940 
Act and the particular SEC rules and rulings that need to be addressed when making an exem stive 
application. If a fund company is filing an exemptive application for an ETF that is at all diffeient from 
those that have already received exemptive relief, the choice of law firm is even more importa: it. 

Assuming the exemptive application is in line with previous similar applications, the entire 
approval process, from start to finish, can take anywhere from 6 months to two years. If the 
is for some type of ETF that does not fall within the previously granted exemptive orders, 
can take even longer. 

Such variations do not have to be major ones, such as trying to create an enhanced or leveraged index 
ETF or a fixed income or actively managed version. In the eyes of the SEC, converting an exist ng closed 
end fund or Unit Investment Trust to ETF form, or adding an ETF share class to an existing index fund 
(such as Vanguard has petitioned to do) are all radically different proposals that would requint 
substantially new deliberations, even if almost everything else was tailored to line up with existing 
precedent What may seem to be a minor variation of an obscure feature or procedure from the 
perspective of the fund company, could easily be treated as a substantive alteration by the reguh 
authorities and therefore subject a filing to considerable additional delay. 



The following graphic may be of some assistance in putting the various steps and time frames 
obtaining SEC approval in perspective. 
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In addition to the legal issues, there are other 
decisions that, if not made with the proper 
guidance, could have serious implications for 
the success or failure of a new ETF product 
launch. For instance, it might be advantageous 
to work with someone who has a detailed 
working knowledge of the ETF creation process 
and who knows the right questions to ask 
prospective partners. 

This is not your typical mutual fund product 
launch. FRC highly recommends that you find 
someone who has direct experience in 
successfully launching an ETC product to help 
guide you through the process. 

A rudimentary list of important questions that 
every fund company should ask themselves 
would include: 

1. Which stock exchange would be most 
appropriate to list with? 

2. Who are the best contacts to speak with at 
the exchanges? 

3. How do we go about locating specialist 
firms? 

4. Which specialist firm is best able to support 
the type of ETF we are considering? 

5. Which Administrator has the best resources 
and infrastructure related to ETFs? 

6. Which Custodian has the most experience 
with the unique needs of these products? 

7. What type of structure is best? Mutual fund 
or Unit Investment Trust? 

8. How much potential market demand is there 
for the type of ETF we are considering? 

9. Should we basically follow the established 
ETF precedents, or should we try to create a 
unique positioning for our ETF product line? 

10. If we want to introduce an index-linked ETF, 
which indices are most appropriate to use as 
the benchmarks? 



11. Who are the best contacts to talk 
index licensing? 

12. How much should we expect to pay to license 
the major indices? Which ones are still 
available, and which ones have been locked 
up? 

13. How can we create our own proprietary 
indices? Should we do so? 

14. How can we overcome the barriejrs to success 
that confront proprietary index-linked 
products? 



15. What is the best way to promote the 
our ETF's. Direct? Wholesale? A 



sale of 
combination? 



16. What is the most appropriate pri 
structure? Do we need to have a 
How large? 

17. How can we best incent brokers 'to sell our 
products instead of the competiti on? 

18. What sort of scale do we need to 
order to be profitable? 

19. Are there areas that are relatively 
from the most extreme pricing 

20. How can small and mid size players compete 
effectively with the giants that have taken the 
early lead in offering exchange traded funds? 
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There are obviously many more questions that 
can be considered. Many of these 
in a general sense in the pages of this 1 Study, 
this report cannot provide customize i 
that take into consideration the 
competitive strengths and weakness* s 
firm. Knowing the questions to a 
important, but knowing how to 
answers in a rapidly evolving 
and within the context of each 
entrant's competitive profile is even 
critical. Our bottom line recommendation is to 
seek qualified professional guidance as early in 
the investigative process as possible. 
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FREQUENTLY ASKED QUESTIONS 

As the number of ETFs continues to grow, and 
investors begin to gain more interest sales 
professionals and money managers frequently 
encounter many of the same questions. The 
most common questions, along with our 
answers, are noted below: 

1. Will shareholders receive a certificate for 
their ETF shares? 

No. Ownership of ETFs is only recorded in the 
book-based system, just like ordinary equity 
securities held in street name at a brokerage 
firm. The name of the beneficial owner is 
recorded on the books of a central registry and 
brokers send confirmation of purchases, just as 
with any other stock purchase. The registry in 
the case of ETFs would most likely be the 
Depository Trust Company ("DTC") as they are 
the most active in this line of business. When 
ETF shares are sold, the transfer of ownership is 
recorded by entering the change on the books 
(electronic files). 

2. Will a financial intermediary be able to 
consolidate ETF holdings with other 
investments on a client statement? 

Yes, as long as the financial intermediary 
controls the clienf s investment portfolio. If an 
investor makes their own investment decisions, 
and makes their trades through someone other 
than their financial advisor, then the Advisor 
would be unable to provide the client with a full 
picture of their portfolio. This is no different 
than the current situation for mutual funds or 
individual stocks. 

3. Is there any way for a mutual fund company 
to provide a consolidated statement of fund 
holdings and ETF shares? 

If the ETF is issued by the mutual fund 
company, and the investor makes all of their 
investments with that company, then it is 



possible that their holdings could be 
consolidated on one statement. This i(vould 
require that the fund company offei its o 
brokerage accounts, since ETFs can cnly be 
purchased through an exchange, not directly 
from a sponsor. 

However, if the investor were to purchase the 
ETF shares through some other 
such as a discount broker, then the 
has no way to tell who owns their 
This is no different than the customer 
"blindness" that fund companies now face 
when someone purchases their funds through 
a fund marketplace such as those off >red by 
Schwab or Fidelity. 

4. How do retail investors use ETFs 
their portfolios? 
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Evidence so far would seem to 
retail investors use ETFs in a variety 
one would expect, some use them 
trading vehicles, taking positions in 
indexes and trading them when the 
reached pre-determined price points, 
them as buy Sz. hold investments, just like 
other index-based fund. 

The advantage to using an ETF in a buy & hold 
strategy is that the investor controls th ; 
realization of any capital gains and /or Ic 
rather than leaving it up to the mutual ft 
manager. The disadvantage, albeit rati: er small, is 
that dividends paid on the underlying securities 
are not normally reinvested in the ETF — they 
are usually paid out to the investor in cash. 

Our survey of retail ETF investors and 
inquirers shows that seventy-five 
intend to use ETFs primarily for buy 
purposes, while the other twenty-five percent 
intend to use them for a mix of both long term 
and trading oriented strategies. Similj rly, our 
survey of more than 800 general retail 



revealed that of all the features offered by ETFs, 
continual pricing was the one which mattered 
the least to them, while this is the benefit that 
would be valued most by an active trader. 

5. How do institutional investors use ETFs? 

Given their ability to invest substantially larger 
amounts than the average retail investor, 
Institutional investors have greater options for 
using ETFs. Many institutional investors invest 
in ETFs as a way to equitize cash surpluses 
they may have in their portfolios (i.e., putting 
cash to work in the equity markets without 
having to make individual equity investments). 
Others use them in tactical asset allocation 
programs, to over-weight specific sectors or 
make targeted industry bets and/or to hedge 
investments they already have in these sectors, 
and for transitional trading purposes. 

Most importantly, institutional investors are in a 
position to actually buy and sell ETFs in 
Creation Unit sizes and take advantage of any 
arbitrage opportunities that may arise due to 
discrepancies in the price of the underlying 
portfolio of securities and the price of the ETF. If 
the price of the underlying basket of securities is 
greater than the price of the ETF, an institutional 
investor will swap Creation Units of the ETF for 
the underlying shares and then proceed to sell 
those securities, locking in a profit. 

6. How are brokers compensated to sell ETFs? 

The primary form of compensation is via the 
usual broker's commission charged on the 
purchase or sale of a stock. Secondarily broker's 
may receive a portion of any 12b-l fee that the 
ETF has elected to pay, subject to the hiring 
firm's policy on sharing such payments with 
their brokers. Broker commission on the 
purchase or sale of an ETF product falls into the 
same grid as any other equity security 
transaction for a client. These grids vary by firm. 

At the time of publishing this Study WEBS 
(now known as iShares"") and the Select Sector 



SPDRs are the only ETFs with a 12b-l fee 
(0.25% per annum). 

7. How does a Sponsor make money 

Primarily from a basis point fee on assets under 
administration, and "managing" the Fund in an 
efficient, cost effective manner. Gross fees are 
typically much lower than for traditional mutual 
funds. Much of this difference is the result of the 
savings created by not having to perform 
shareholder sub-accounting duties. This can 
represent a cost advantage of 25-35 basis points. 

Other savings can be realized through lower 
customer service costs, though these are often 
minimal on an incremental basis since these 
infrastructures already exist and are i issentially 
"paid for." Despite these offsets, gross ETF 
management fees tend to be tight. Tr is 
premium on the ability to manage thp 
efficiently and to achieve reasonable 
offset the tendency toward lower ma 

8. How can wholesalers be incentdd I 
promote ETFs? 

This is a major issue in the ETF world, 
for which there is no clear-cut solutiqn, 
traditional structured product like a 
fund, the results of a wholesaler's 
be tracked and measured relatively 
Sales Management team can, througl 
mutual fund transfer agents, determine 
region/ company/ branch the sales 



rtually 



Because the vast majority of ETF activity 
place in the secondary market, it is v; i 
impossible to relate a wholesaler's activity to 
any particular purchase or sale. It is 
easier at the institutional level, where 
and Redemptions are taking place, 
Distributor and/ or Trustee will know 
conducting the transaction. They may 
however, necessarily know the identi y 
ultimate investor. One could surmise 
wholesaler activity at that particular 
have had something to do with the 
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Until a clearer method of tracking sales is 
developed, determining an appropriate 
incentive program for an ETF wholesaler is 
going to be difficult. It will likely have to be a 
judgment call based on the wholesaler's ability 
to demonstrate branch/ seminar activity, 
develop relationships with key individuals at 
the major wire houses and exchanges, and ferret 
out as much information as possible from these 
sources to determine, as best as possible, where 
sales originate. 

9. How can a sponsor avoid the extremes of 
ETF price competition? 

This will be very difficult. If a fund company is 
considering offering a generic ETF, like an S&P 
500 Index-linked ETF, it will have to seriously 
consider the likelihood of being successful if 
pricing is not in line with existing products on 
the market. Offering an ETF that fills a particular 
niche, or has some other attribute that is deemed 
to be of value to the investing community, may 
permit the sponsor to charge a premium. 

Fees in the international arena continue to be 
much higher, and offering unique sectors can 
permit higher fees. Pushing the envelope on 
product development into the realm of 
enhanced or leveraged index funds should also 
help sponsors to justify higher expense ratios. 
Finally, if actively managed ETFs can overcome 
the technical and regulatory hurdles that face 
them, they may also be the answer to the 
problem of tight pricing as well. 

Alternatively, if one has a proprietary 
distribution channel, there may be more room 
for charging a higher management fee than 
would otherwise be the case. 



vulnerabilities. Those fund groups 
heavy exposure to index funds, closed 
funds, unit investment trusts and sector funds 
should definitely give ETFs a hard look. Some 
may view ETF development as a ret 
strategy, but there is no reason not to 
expansion into ETFs as a logical extension of 
demonstrated expertise in these related areas, 
and as a form of building on strength. 

Fund groups that have little exposure to these 
areas also need to work through the 
investigative process, because index-based ETFs 
are already drawing roughly as manj 
away from actively managed funds 
from index funds. This is before the 
of actively managed ETFs, which woijild 
logically pose an even greater threat, 
company traditionally shies away 
indexing, they may want to learn fh^ ETF n 
now with one experimental product, in order to 
be ready for the potential emergence of actively 
managed funds in the next 1-3 years 
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10. How can a fund company know whether it 
should create its own exchange traded funds? 

This is the $64,000 question that requires a 
comprehensive analysis of all the issues raised in 
this study, integrated with an honest assessment 
of an organization's strengths, weaknesses and 
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Active Management 
Portfolio management that seeks to exceed 
the returns of the financial markets, usually 
represented by a specific benchmark. Active 
managers rely cm research, market forecasts and 
their own judgment and experience in making 
investment decisions. 

An open-end or closed-end grozoth equity mutual 
fund would be an example of an actively managed 
portfolio. The Vanguard 500 Index Fund would be 
considered a passively managed mutual fund. 

Administrator 

Firm hired to carry out all of the duties 
associated with the daily management of the 
ETF including calculation of the end-of-day 
NAV, calculation of dividends and 
distribution of same. Board of Directors 
attendance, monitoring of tracking against 
underlying Index, regulatory reporting, etc. 
PFPC, Inc. is an example of a firm that provides 
Administrator services. 

Advisor/Trustee 

Depending on the nature of the ETF, could be a 
professional money manager or a Trustee. If it is 
a pure replication of the underlying index, it is 
usually a Trustee. If there is any need to make a 
decision as to which securities should be placed 
in the ETF, this will be an Advisor. Regardless 
of which entity it is, they set up the portfolio, 
and make any required changes due to changes 
in the underlying benchmark index due to 
corporate actions (i.e., stock splits, mergers, 
additions, deletions, etc.). 

Barclays Global Investors is an example of an 
Advisor. A Trustee could be a firm like State Street 
Bank and Trust Company. 

American Depository Receipt (ADR) 
A negotiable certificate representing a given 
number of shares of stock in a foreign-based 
company that trades on a U.S. stock exchange. 
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Arbitrage 
The simultaneous purchase and sale 

same or related securities to take 
temporary pricing differences in 

Authorized Participant 

Broker/ Dealer who, by agreement 
Distributor, is authorized to 
and redemption orders for ETFs in 
Unit size aj 



Morgan Stanley Dean Witter and MerruJ 
for example, could be Authorized 



d Participants. 



Closed End Fund 

An investment company that issues a fixed 
number of shares in an actively mar 
portfolio of securities. The shares may be of 
several classes and trade in the secor dary 
marketplace (either on an exchange o - over 
the counter). The market price is set by supply 
and demand, not by net asset value, 

Custodian 

Responsible for taking possession < 
underlying securities in the portfolio (even 
though it is a book-based system) whejn an ETF 
is Created, and distributing those 
exchange for the ETF shares on a Redemption. 

Chase Manhattan Bank and Bank of New 
firms that act as Custodians. 

Creation Unit 

The aggregate number of shares of > 
that the Sponsor declares to be the i 
size for purposes of issuing new ! 
redeeming existing shares. 

Dow Jones Industrial Average 

A price-weighted average of 30 activel f 
blue chip stocks. The components, w 
change from time to time, represent b 
15% and 20% of the market value of 
stocks. The Average is calculated by adding 



of the 
;eof 



Lynch, 



the closing prices of the component stocks and 
using a divisor that is adjusted for splits and 
stock dividends equal to 10% or more of the 
market value of an issue as well as substitutions 
and mergers. The Average is quoted in points, 
not dollars. 

Distributor 

Acts as the underwriter on an agency basis. 
Receives all orders to create or redeem shares 
of an ETF in Creation Unit size aggregations; 
transmits all such orders to the Transfer Agent 
and ensures that the appropriate exchange of 
shares and cash takes place. 

Funds Distributor Inc. and ALPS Mutual Fund 
Services, Inc. are representative of firms that act 
as a Distributor. 

Down Tick 

Also known as a "minus tick", it is a security 
transaction's execution price that is below 
the previous execution price, by a minimum 
amount. SEC regulations prohibit short sales 
from being executed on a down tick. 

Exchange Listed Security 

A security that has met certain listing 
requirements and has been admitted to full 
trading privileges on an exchange. The NYSE, 
AMEX and regional exchanges set listing 
requirements for volume of shares outstanding, 
corporate earnings and other characteristics. 

Exchange Traded Fund 
Hybrid investment instruments that give 
investors an undivided interest in a portfolio 
of securities (like a mutual fund), but also give 
investors the flexibility of trading the entire 
portfolio as a single entity on a stock 
exchange. ETFs are structured to track the 
performance of an underlying benchmark 
index, such as the S&P 500 Index or the Dow 
Jones Industrials Index. 

Exemptive Order 

An order issued by the SEC that provides the 



applicant with an exemption from tl 
comply with certain requirements of 
Rule. As it pertains to ETFs, an applicant may 
request, among other things, relief from Sec 
2(a){32) and Sec 5(a)(1) to permit E r 
redeem shares only in Creation Unit 
aggregations; Sec 22d and Rule 22c-: 
permit trading of shares to take place 
other than NAV; and Sec 17(a) and (1 
permit affiliates to deposit securities into, and 
receive Portfolio Securities from, the ETE 

Futures Contract 

A standardized exchange-traded agrt 
to buy or sell a particular type and grade of 
commodity for delivery at an agreed-upon 
place and time in the future. 

Investment Company Act of 1940 (" 

Congressional legislation that regulates 
companies that invest and reinvest in s< 
(i.e., mutual funds). The Act require!! a 
investment company engaged in int 
commerce to register with the SEC, 

Leverage 

Using borrowed capital to potentially 
investment return. 

Margin 

The amount of equity contributed 
customer as a percentage of the cur 
market value of securities held in a r 
account with a broker/ dealer. 

Margin Account 

A brokerage account that allows a buyer to 
purchase securities by borrowing a portion 
of the money from the broker. The 
borrowed is regulated by Regulation F, the 
NASD, the NYSE and by individual brokerage 
house rules. 

Market Capitalization 

Price per share multiplied by the total number 
of shares outstanding. It is also the n arket's 
total valuation of a public company. 



l&I^G ALTERNATIVE TO MUTUAL FUNDS 



National Association of Securities Dealers 
(NASD) 

The self-regulatory organization of brokers and 
dealers set up to protect the investing public 
against fraudulent acts. The NASD administers 
its own rules of fair practice. 

Nasdaq Composite Index 

The Nasdaq Composite Index measures all 
Nasdaq domestic and non-U.S. based common 
stocks listed on The Nasdaq Stock Market The 
Index is market-value weighted. This means 
that each company's security affects the Index 
in proportion to its market value. The market 
value, the last sale price multiplied by the 
number of shares outstanding, is calculated 
throughout the trading day, and is related to 
the total value of the Index. 

Nasdaq-100 Index 

An Index that includes 100 of the largest 
non-financial domestic companies listed 
on The Nasdaq Stock Market. Launched in 
January 1985, each security in the Index is 
proportionately represented by its market 
capitalization in relation to the total market 
value of the Index. The Index reflects Nasdaq's 
largest growth companies across major 
industry groups. All Index components have 
a minimum market capitalization of $500 
million, and an average daily trading volume 
of at least 100,000 shares. 

Net Asset Value 

The market value of a mutual fund share, 
synonymous with a bid price. In the case of 
a no load fund, the NAV, market price and 
offering price are all the same figure. This is 
the price the public pays to buy shares or will 
receive when redeeming shares from the fund 
company. Load fund offer prices are calculated 
after adding the sales charge to the net asset 
value. NAV is calculated by most funds after the 
close of the exchanges each day (usually 4 p.m.). 
It is determined by taking the closing market 
value of all securities held in the portfolio plus 



cting all 
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The total 
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of 



viry 



continuously 

] >assively 
shareholders 
t he fund, 
business 

fund's 
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all other assets (such as cash), subtr: 
liabilities and then dividing the resu 
total number of shares outstanding, 
number of shares outstanding can 
day to day depending on the nun- 
purchases and redemptions. 

Open End Fund 

Also called a mutual fund, an open end fund 
is an investment company that 
offers new shares in an actively or 
managed portfolio of securities. All 
participate in the gains or losses of 
The shares are redeemable on any 
day at the net asset value. Each mu 
portfolio is invested to match the ol 
stated in the prospectus. 

Option 

A security that represents the right to buy 
or sell a specified amount of an und ;rlying 
investment instrument (a stock, bond, futures 
contract, etc.) at a specified price 
specified time. The purchaser aci 
right, and the seller assumes an obligation. 

Passive Management 

An investment management approalch 
that seeks to match the return and 
characteristics of a discrete 
or index, by holding all of the 
comprise the market segment, 
representative sample of the index, 



e market segment, 



Any of ike many Index funds on then 
are examples of a p 

Plus Tick 

Also called an "up tick", it is a securit r 
transaction's execution price that is 
previous execution price, by a mini] 

Plus Tick Rule 

An SEC regulation governing the i 
at which a short sale may be executed, 
sale may executed at a price below the 
the last sale. 



if today 
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n amount. 



ket price 
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price of 



Regulated Investment Company ("RIC") 

An investment company to which subchapter 
M of the Internal Revenue Code grants special 
status that allows the flow-through of tax 
consequences on a distribution to shareholders. 
If 90% of income is passed through to the 
shareholders, the company is not subject to 
tax on this income. 

ETT-s, open and closed-end mutual funds, and UWs 
are structured to qualify for RIC status. 

Securities and Exchange Commission 
(SEC) 

Commission created by Congress to regulate 
the securities markets and protect investors. It 
is composed of five commissioners appointed 
by the President of the United States and 
approved by the Senate. The SEC enforces, 
among other acts, the Securities Act of 1934, 
the Trust Indenture Act of 1939, the Investment 
Company Act of 1940 and the Investment 
Advisors Act of 1940. 

Securities Exchange Act of 1934 
Federal legislation that established the 
Securities and Exchange Commission. The 

Act aims to protect investors by regulating the 
exchanges, over-the-counter market, extension 
of credit by the Federal Reserve Board, 
broker/ dealers, insider transactions, trading 
activities, client accounts and net capital. 

Secondary Market 

The market in which securities are bought and 
sold subsequent to their being sold to the 
public for the first time. 

The New York Stock Exchange and The American 
Stock Exchange are secondary markets. 

Short Sale 

The sale of a security that the seller does not 
own, or any sale consummated by the delivery 
of a security borrowed by or for the account of 
the seller. 
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Specialist 

A stock exchange member who starJds 
to quote and trade certain securitie: 
their own account or for customer 
sperialisf s role is to maintain a fair a|nd 
market in the stocks for which he is 
Also known as a market-maker. 



Spear, Leeds and Kellogg and Hull Trading are 
representative firms. 

Sponsor 

The firm or group of individuals th 
responsible for organizing, selling 
managing the ETR 

S&P 500 Index 



k Exchange. Its 
is generally perceived to represent 
et-The 
that 
performance 
market 
the 

measuring 



for 



A capitalization-weighted index coijnprised 
of 500 of the largest, most actively traded 

stocks on the New York Stock 
performance is 

the performance of the overall 
advantage of capitalization-weightir g 
each company's influence on index 
is directly proportional to its relativf 
value. It is this characteristic that m^kes 
S&P 500 Index a valuable tool for 
the performance of actual portfolios. 

Transfer Agent 

A person or corporation responsible 
recording the names and holdings 
registered security owners, seeing 
certificates are signed by the appropjrii 
corporate officers, affixing the 
and delivering securities to the new 

Depository Trust Company and PFPC, 
examples of firms that provide this service. 

Trust Indenture Act of 1939 

The legislation requiring that all pub icly 
offered, non-exempt debt securities 
registered under the Securities Act of 1933 
and be issued under a trust indenture^ that 
protects bondholders. 



X>rporate 



tiat 
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Underwriter 

An investment banker that works with an issuer 
to help bring a security to market and sell it to 
the public. 

Any of the major broker/dealers, such as Merrill 
Lynch or Salomon Smith Barney, act in the capacity 
of an underwriter. 

Unit Investment Trust 

An investment management company that sells 
redeemable shares in a professionally selected 
portfolio of securities. It is organized under a 
trust indenture, not a corporate charter. 

Variable Annuity 

A type of insurance contract that guarantees 
future payments to the holder or annuitant, 
usually at retirement. The annuity's value 
varies with that of the underlying portfolio 
securities, which may include mutual fund 
shares. All monies held in the annuity 
accumulate on a tax-deferred basis. 
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APPENDIX A: Selected Details on the Most Popular Index-based Exchange 
Products Trading on the AM EX 



Launch Date 
Form of business 



Custodian/Trustee 

Distributor 

Transfer Agent 

Administrator 

Trading Unit 

Price Quotes /Frequency 

Settlement 
Dividends 

Creations/ Redemptions 
NAV calculations 
Marginable 



January 9, 1993 
UTT 

FDR Services Corp. 
State Street Bank &Tr 
ALPS Mutual Fund Svcs 
N/A 
N/A 

Round and Odd lots 
In dollars and fractions/ 
throughout the day 
T+3 

Quarterly in cash 
50,000 shares 
Close of trading 
Yes, even on downtick 



MidCap SPDRs 

May 4, 1995 
UTT 

PDR Services Corp. 
The Bank of New York 
ALPS Mutual Fund Svcs 
N/A 
N/A 

Round and Odd lots 
In dollars and fractions/ 
throughout the day 
T+3 

Quarterly in cash 
25,000 shares 
Close of trading 
Yes, even on downtick 



Select Sector 



SPDRs 



1998 



December 22, 
RIC 

N/A 

State Street 
ALPS Mutual 
State Street Bi ink 
State Street Bank 
Round and Odd 
In dollars and fractions/ 
throughout tl e day 
T+3 

Quarterly in 
50,000 

Gose of trading 
Yes, even on downtick 



Bank&Tr 
Fund Svcs 
&Tr 
&Tr 
lots 



cash 





DIAMONDS 


Nasdaq-100 


Launch Date 


January 23, 1998 


March 10, 1999 


Form of business 


UTT 


urr 


Sponsor 


PDR Services Corp. 


Nasdaq-AMEX Investment 






Prod. Svces 


Custodian /Trustee 


State Street Bank&Tr 


The Bank of New York 


Distributor 


ALPS Mutual Fund Services 


ALPS Mutual Fund Services 


Transfer Agent 


State Street Bank&Tr 


N/A 


Administrator 


State Street Bank & Tr 


N/A 


Trading Unit 


Round and Odd lots 


Round and Odd lots 


Price Quotes / Frequency 


In dollars and fractions/ 


In dollars and fractions/ 




throughout the day 


throughout the day 


Settlement 


T+3 


T+3 


Dividends 


Monthly in cash 


None expected to be paid 


Creations / Redemptions 


50,000 shares 


50,000 shares 


NAV calculations 


Close of trading 


Close of trading 


Marginable 


Yes, even on downtick 


Yes, even on downtick 



WEBS 

March 18, 199j6 
RIC 

WEBS Index F 

Chase Manhattan Bank 
SEI Investments 
Distribution C 
PNC Bank 
PFPC, Inc. 
Round and 
In dollars 
throughout 
T+3 

Twice yearly 
Various, see r 



Yes, even on downtick 



and fractions/ 
day 



cash 
rtpage 



CREATION/REDEMPTION SIZES FOR WORLD EQUITY BENCHMARK SHARES 

WEBS Australia 200 F 000 

WEBS Austria 100,000 

WEBS Belgium 40,000 

WEBS Canada 100i000 

WEBS France 200,000 

WEBS Germany 300io00 

WEBS Hong Kong 75 ,000 

WEBS Italy 150 000 

WEBS Japan 600,000 

WEBS Malaysia 75.000 

WEBS Mexico 100 000 

WEBS Netherlands 50 000 

WEBS Singapore 100 000 

WEBS Spain 75,000 

WEBS Sweden 75 000 

WEBS Switzerland 125, 0i 

WEBS United Kingdom 200,000 

* Now called iShares 



SHARE AMOUNTS UNDERLYING EACH ROUND LOT OF 100 HOLDRS 

The share amounts specified below and on the following pages zvill not change except for changes due to a 
actions or reconstitution events. Share holdings as of 4/20/00. 



BIOTECH HOLDRS (BBH) 



Name of Company # of f 

Amgen (AMGN) 

Genentech, Inc. (DNA) 

Biogen, Inc. (BGEN) 

Immunex Corporation 0MNX) 

PE Corp-PB Biosystems Group (PEB) 

Medlmmune, Inc. (MEDI) 

Chiron Corporation (CHIR) 

Genzyme Corporation (GENZ) 

Gilead Sciences, Inc. (GILD) 

Sepracor Inc. (SEPR) 

Source: AMEX 



ares Name of Company # of 

46 IDEC Pharmaceuticals Corp. (IDPH) 

22 QLT Photo Therapeutics Inc. (QLTI) 

13 Millenium Pharma, Inc. (MLNM) 

42 BioChem Pharma, Inc. (BCHE) 

18 Affymetrix, Inc. (AFFX) 

5 Human Genome Sciences, Inc. (HGSD 
16 ICOS Corporation (ICOS) 

7 Enzon, Inc.(ENZN) 

4 Celera Genomics (CRA) 

6 Alkermes, Inc. (ALKS) 



B2B INTERNET HOLDRS (BHH) 



Name of Company 
Internet Capital Group, Inc. (ICGE) 
Ariba, Inc (ARBA) 
Commerce One, Inc. (CMRC) 
FreeMarkets, Inc. (FMKT) 
VerticalNet, Inc. (VERT) 
Scient Corporation (SCNT) 
Carelnsite, Inc. (CARI) 
Ventre Corporation (VNTR) 
Agile Software Corporation (AGIL) 

Source: AMEX 



# of Shares Name of Company 

15 CheckFree Holdings Corporation (CKFR) 

14 Retek, Inc. (RETK) 

12 Proxicom, Inc. (PXCM) 

3 PurchasePro.com, Inc. (PPRO) 
6 SciQuest.com, Inc. (SQST) 

5 QRS Corporation (QRSI) 

6 Harbinger Corporation (HRBC) 
2 Pegasus Systems, Inc. 

4 ImageX.com, Inc. (IMGX) 



BROADBAND HOLDRS (BDH) 



Name of Company # of Shares 

Lucent Technologies, Inc. (LU) 29 
Nortel Networks Corporation (NT) 14 
Motorola, Inc. (MOT) 6 
Qualcomm, Inc. (QCOM) 8 
JDS Uniphase Corporation 0DSU) 8 
Broadcom Corporation ft CI A (BRCM) 2 
Coming, Inc. (GLW) 3 
Sycamore Networks, Inc. (SCMR) 3 
Applied Micro Circuits Corporation (AMCC) 1 
Tellabs, Inc. (TLAB) 4 

Source: AMEX 



Name of Company # 
Terayon Communications Systems, Inc. CIERt 
PMC-Sierra, Inc. (PMCS) 
Comverse Technology, Inc. (CMVT) 
SDL, Inc. (SDLI) 
Conexant Systems, Inc. (CNXT) 
Next Level Communications, Inc. (NXTVl 
RF Micro Devices, Inc. (RFMD) 
Scientific-Atlanta, Inc. (SEA) 
Ciena Corporation (CIEN) 
Copper Mountain Networks, Inc. (CMTN|) 



INTERNET HOLDRS (HHH) 



Name of Company # of Shares 

America Online, Inc. (AOL) 42 

Yahoo!, Inc. (YHOO) 26 

Amazon.com, Inc. (AMZN) 18 

EBay, Inc. (EBAY) 6 

At Home Corporation (ATHM) 17 

Priceline.Com, Inc. (PCLN) 7 

CMGI, Inc. (CMGI) 10 

Inktomi Corporation (INKT) 6 

RealNetworks, Inc. (RNWK) 8 

Exodus Communications, Inc. (EXDS) 8 

Source: AMEX 



Name of Company 
E*Trade Group, Inc. (EGRP) 
Doubleclick, Inc. (DCLK) 
Ameritrade Holding Corporation (AMTjD) 9 
Lycos, Inc. (LCOS) 
CNET Networks, Inc. (CNET) 
PSINet, Inc. (PSIX) 
Network Associates, Inc. (NETA) 
EarthLink Nerwork, Inc. (ELNK) 
Go2Net, Inc. (GNET) 



INTERNET ARCHITECTURE HOLDRS (IAH) 



Name of Company # of Shares 

Cisco Systems, Inc. (CSCO) 26 
Intenational Business Machines Corporation 13 
(IBM) 

Hewlett-Packard Company (HWP) 7 

Sun Microsystems, Inc. (SUNW) 12 

EMC Corporation (EMC) 8 

Dell Computer Corporation (DELL) 19 

Compaq Computer Corporation (CPQ) 13 

Sycamore Networks, Inc. (SCMR) 2 

Juniper Networks, Inc. (JNPR) 1 

3Com Corporation (COMS) 3 

Source: AMEX 



Name of Company 

Foundry Networks, Inc. (FDRY) 

Gateway, Inc. (GTW) 

Network Appliance, Inc. (NTAP) 
Apple Computer, Inc. (AAPL) 
Cobalt Networks, Inc. (COBT) 
Seagate Technology, Inc. (SEG) 
Extreme Networks, Inc. (EXTR) 
C3ENA Corporation (CIEN) 
Unisys Corporation (UIS) 
Adaptec, Inc. (ADPT) 



INTERNET INFRASTRUCTURE HOLDRS (IIH) 



Name of Company # of Shares 

Exodus Communications, Inc. (ESDS) 6 
Akamai Technologies, Inc. (AKAM) 3 



VeriSign, Inc. (VRSN) 
InfoSpace.com, Inc. (INSP) 
BroadVision, Inc. (BVSN) 
Vignette Corporation (VIGN) 
Inktomi Corporation (INKT) 
BEA Systems, Inc. (BEAS) 
RealNetworks, Inc. (RNWK) 
Portal Software, Inc. (PRSF) 

Source: AMEX 



Name of Company d 
Vitria Technology, Inc. (VITR) 
InterNAP Network Services Corporatioi . 
(INAP) 

Digital Island, Inc. (ISLD) 
Network Solutions, Inc. (NSOL) 
Kan a Communications, Inc. (KANA) 
Alteon WebSystems, Inc. (ATON) 
Uninternetworking, Inc. (USIX) 
E.piphany, Inc. (EPNY) 
NaviSite, Inc. (NAVI) 
Software.com, Inc. (SWCM) 



PHARMACEUTICAL HOLDRS (PPH) 



Name of Company # of Shares 

Exodus Merck & Co., Inc. (MRK) 22 
Pfizer, Inc. (PFE) 36 
Johnson & Johnson (JNJ) 13 
Bristol-Meyers Squibb Company (BMY) 18 
Eli Lilly & Company (LLY) 10 
Warner-Lambert Company (WLA) 8 
Schering-Plough Corporation (SGP) 14 
American Home Products Corporation (AHP) 12 
Abbot Laboratories (ABT) 14 
Pharmacia Corporation (PHA) 5.95 
Source: AMEX 



Name of Company 
Biovail Corporation International (BVF) 
King Pharmaceuticals, Inc. (KING) 
Forest Laboratories, Inc. (FRX) 
Andrx Corporation (ADRX) 
Allergan, Inc. (AGN) 
Jones Pharma, Inc (JMED) 
Watson Pharmaceuticals, Inc. (WPI) 
ICN Pharmaceuticals, Inc. (ICN) 
Mylan Laboratories, Inc. (MYL) 
IVAX Corporation (IVX) 



TELECOM HOLDRS (TTH) 



Name of Company # of Shares 

SBC Communications, Inc. (SBC) 27 
AT&T Corporation (T) 25 
MCI WorldCom, Inc. (WCOM) 22 



Bell Atlantic Corporation (BEL) 
BellSouth Corporation (BLS) 
GTE Corporation (GTE) 
BCE Inc. (BCE) 

Sprint Corporation (FON Group) (FON) 
Sprint Corporation (PCS Group) (PCS) 
Global Crossing Ltd. (GBLX) 
Source: AMEX 



12 



Name of Company # of 

Nextel Communications, Inc. (NXTL) 
US West, Inc. (USW) 
Qwest Communications International, 
Inc. (Q) 

Level 3 Communications, Inc. (LVTL) 
ALLTEL Corporation (AT) 
Telephone & Data Systems, Inc. (TDS) 
NTL Incorporated (NTLI) 
Broadwing Inc. (BRW) 
McLeodUSA, Inc. (MCLD) 
Century Telephone Enterprises (CTL) 
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APPENDIX C: Reprint of F RC Monitor, March 2000: Inde x-Based ETFs 
- i^^Klii^HH^HHI industry trends 

Are ETFs a Threat to the Fund Industry 

Exchange-Traded Funds Are Fast Growing, Now Top $35B in Assets 



After enduring five years of INDUSTRY TRENDS 
distinct obscurity, exchange- 
traded index funds, or ETFs, have 
become one of the fastest growing 
product categories in the mutual 
fund industry today. ETFs began to emerge into the 
investment mainstream in 1998, and over the past 15 
months their popularity has exploded (although from a 
small base). 

This popularity has created a flurry of product 
development activity from several major asset 
managers (primarily Barclays and State Street Global 
Advisors} and a great buzz within the industry about 
the potential competitive threat that ETFs represent to 
traditional mutual fund families. 

Some commentators have opined that ETFs represent 
the "killer application" that will slay a mutual fund 
industry giant that has grown fat and lost the innovative 
touch necessary to compete in the age of e commerce. 
They see ETFs as fundamentally superior products that 
are destined to eventually replace mutual funds. 

There is no doubt that ETFs offer several benefits that 
make them a compelling alternative to traditional 
mutual funds for many investors. It would not be an 
exaggeration to say that the financial engineers at the 
American Stock Exchange have literally created a 
"better mousetrap" for at least some segments of the 
investing public, 

FRC expects that ETF growth will continue its recent 
dramatic growth rates for many years to come. Indeed, we 
believe that ETFs may turn out to be the most significant 
new product category of this new decade. But that does 
not mean that mutual funds will be disappearing any time 
soon, or that the overall viability of fund management 
companies is in any sense problematic. 
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Setter Mousetrap? 

Better mousetraps do not automatically replace older 
mousetraps. For example, numerous academics have 
made a compelling case that an indexed investing 
approach is superior to active management Yet for their 
first 20 years, index mutual funds attracted little interest, 
and even in recent years, after their benefits have become 
widely known and appreciated, they stillj represent less 
than 10% of total equity mutual fund assets. 

Similarly, fund supermarkets have been accurately 
described as better mousetraps, with I features that 
traditional closed-system fund families simply could not 
match. Yet despite their much-celebrated growth, 
supermarkets have not come close to eliminating old 
model distribution of mutual funds. These index funds 
and supermarkets did not undermine thi industry, but 
rather contributed to its rapid growth, and enhanced its 
ability to evolve and adapt to the needs of the investing 
public. FRC expects that ETFs will follow the same pattern. 

ETFs will not replace mutual funds because they are 
mutual funds. Much like variable annujties, they are 
simply funds in a different package wfth additional 
features and benefits that could be compelling to many 
investors. Of course, there are many different kinds of 
pooled investments, both actively and passively 
managed. In addition to open-end funds and VAs there 
are UITs, closed-end funds, hedge funds, private equity 
funds, and commingled funds among others. ETFs are 
just another category of pooled securities.! 

Threat or Opportunity? 

But are ETFs a threat to fund companies? That 
depends on the attitude of the compan£ and how It 
defines itself. 

ff a firm looks at itself as only being in the business of 
manufacturing and distributing traditional open-end funds, 
and does not have a vision for expanding beyond that 
narrow definition, then the growth of ETFs is most 
definitely a threat to the franchise. ETFs would not be alone 
as a threat, though, as growth of separate accounts and other 
vehicles also compete with traditional open-^nd funds. 

However, if a company sees itself in broader terms, as 
a manufacturer/ distributor of pooled investment 
vehicles, then ETFs do not need to be feared or fought. 
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Rather, ETFs should be embraced as a logical extension 
of the company's business and a mechanism to bring its 
asset management expertise to a new audience. 

Fund groups can no longer afford to define 
themselves in narrow structural or regulatory terms, 
because these are not relevant concepts to investors. 
Firms must see themselves as asset managers who are in 
the business of providing investment vehicles to their 
customers in whatever forms they prefer, irrespective of 
legal structure. This opens up the door to all categories 
of alternative products, including ETFs. We must 
remember that what we call "alternative products" 
today, may be mainstream growth drivers tomorrow. 

Some claim that the mutual fund industry is ripe for 
reinvention. In many ways this is true. For instance, while 
the cost of owning stocks has dropped sharply, the cost of 
owning mutual funds has not declined meaningfully. It is 
not a question of whether funds are a good value, but of 
whether they could easily become an even better value 
and whether or not price competition and innovative 
features from new product classes such as ETFs will force 
funds to bring that additional value to investors. 



Impact to the Bottom Line 

The greatest threat to a fund company from ETFs is 
not necessarily to its assets, but to its profit margins. 
Assets can potentially be retained by offering one's 
own ETFs, but if this is successful, it will lead to 
substantial margin erosion for those assets that are 
converted from traditional high-fee funds. 

The expense differences are dramatic. Most ETFs 
charge less than half the average of comparable index 
funds, and from one-third to one-fifth of actively 
managed funds. State Street recently dropped the fee on 
its popular SPDR to just 12 bps, and it is expected that 
some of the new Barclays products could charge as little 
8-10 bps. 

Fee rates at these levels will mean that only a handful 
of firms with extremely large scale will be able to 
manage index ETFs profitably on a stand-alone basis. 
But that doesn't mean that everyone else can't benefit 

: Most Threatened Asset Pools to Fuel CTF Growth 
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S&P 500 Index Funds 


$240 
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Enhanced Index Funds 
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Sector Funds 
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Individual Stocks 


$8,000 
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from offering them. Many investors wil 
place a portion of their assets into these 
leaving the rest in higher profit traditional 
aggregate basis, these customers are still 
potentially worth the cost of offering 
retention device. This will, of course, 
companies develop mechanisms to 
under one common branding, servicing, 
umbrella with the rest of their mutual " 
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The Big Opportunity 

But why focus on the potential to can 
business? Why not look at ETFs as an 
bring individual-security buyers back intjo 
pooled investment vehicles and to 
share that has been lost over the past 
the discount and online brokerages? 

Households currently have more thai 
individual corporate equities compare* 
trillion in long-term mutual funds [see 
page 10]. Since ETFs are a hybrid 
individual securities, they are an ideal 
stock investors into (or back into) funds, 
portion of their stock holdings would 
toward providing needed scale 
companies. And once they are back in 
opportunity exists to cross-sell higher fee 
might not have been considered before. 

Until actively managed ETFs can be 
April issue of the FRC Monitor for more 
ETFs will draw business primarily 
individual stocks, index funds, closed-end 
and 

size of these "raidable" products. Those 
have insignificant exposure to these 
little short-term reason to fear cannil 
also have an opportunity to take btisin 
the large players in these product types. 

The timing of ETF product development 
be critical. Early adopters will likely 
substantial "first-mover" premium. This 
a groundswell of free media 
opportunity to brand the firm as an ii 
culture that seems to idolize innovation. 

Exchange-traded funds will be 
change in the mutual fund industry 
decade. As always, though, change will 
for some and an opportunity for others 
that choose to embrace the change 
positioned to succeed in spite of the 
♦fseiz — Gavin Quill 
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APPENDIX D: Reprint from FRC Monitor, April 2000: Actively Managed ETFs 
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Actively Managed ETFs: Theory or Reality? 

Will this Not-Yet-Invented Product be a Sideshow or Threat to the Fund Industry? 



In last month's FRC Monitor, we examined 
the recent explosive growth of index-based 
exchange-traded funds (ETFs) and 
considered the competitive threat and 
opportunity that these products represent to 
asset managers in general and the mutual 
fund industry in particular. 
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theoretically better products, 
does not guarantee that 
benefits will be quickly 
embraced by the investing 
over the past two years, IB ~ 



This month we will explore the prospects for the 
creation of an entirely new class of ETFs, which would 
not be tied to any index but instead would be actively 
managed for the first time. Actively managed ETFs have 
yet to be invented. For now, they exist only as a very 
exciting theory about a type of product that may possibly 
be engineered at some indefinite point in the future. 

It is important to distinguish between these two 
fundamentally different types of ETFs, index-based and 
actively managed. There is a lot of talk about new mutual 
funds that provide all of the benefits of traditional funds 
combined with the features and advantages of tradable 
stocks. So far, however, very few of these funds actually 
exist (30 products from only two asset managers), most are 
very new (less than five years old), and all are index-based. 

It took a great deal of financial engineering and 
regulatory appealing to create the current class of index- 
based (IB) ETFs. It was a long process which took several 
years to initially pass muster with the SEC. Even after the 
first ETF was approved in 1993, its sponsor State Street 
Global Advisors has had to continue to 
fine-tune its features in order to make subsequent 
product offerings more structurally appealing. 

Five years after the first ETF introduction, all ETFs 
combined had raised less than $7 billion. Arcane 
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Exist now only as an exciting theory 

about a product that possibly may be 

engineered in the future. 

SEC has technical and policy issues 

with the potential product. 

Earliest likely product introduction will 

be late 2001 or in 2002. 

Experts expect $58 billion will be 

raised in first year of new product. 
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to capture both investor attention and sij 
rising to $37 billion at mid-April. 

ETF pioneers State Street and Barclays 
applications with the SEC for up to 58 nev 
which would triple the number of existing 
Lynch has launched 8 new HOLDRs {Holding 
Depository Receipts) designed to comp 
which in only a year have raised more 
Nuveen has been very explicit abou 
aggressively enter the ETF world, and 
families, most notably Vanguard, have been rumored 
actively considering their own new offerings 

Clearly, ETFs are about to break thiough 
mainstream investing world. Yet amidst " " 
product development efforts there is r 1 
managed product to be found. No one 
request with the SEC for anything other 
based offerings. 

Obstacles Abound 

Actively managed (AM) ETFs have yet jto be filed with 
the SEC because nobody has yet been able 
how to create one. Indeed, most financial 
find it hard to conceptualize how such 
might be constructed even in theory. If 
and failed to grasp the concept, you '. 
company. It seems that only a few rocket 
American Stock Exchange, and a handful 
engineers who helped pioneer the IB 
ability to envision the mechanics of puttihg 
actively managed ETF. 

Of course, even if the conceptual and 
can be worked out there are very dist 
hurdles that will then have to be faced, 
director of the SEC Division of Investmen 
has already expressed pre-emptive 
ETFs from both a technical and a policy perspective. 
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what securities are held in the underlying portfolio so 
that specialists that support the portfolios can maintain 
appropriate hedging positions. How can equivalent 
information be provided for managed funds? This 
would require real-time portfolio disclosure, and real- 
time public availability of all purchase and sale 
decisions by a fund manager, allowing others to copy 
and even undermine a manager's trading strategy. 

On the policy side, Roye is worried about 
encouraging the day trading of mutual funds, which 
have traditionally been viewed as long-term vehicles. 
He believes that if AM ETFs are permitted, they might 
engender "a short-term trading mentality in fund 
shares spilling over into the non-exchange-traded class 
of fund shares." 

FRC does not believe that the ability to trade more 
frequently will necessarily lead many investors to 
meaningfully increase their trading velocity. But if the 
top fund regulator believes otherwise, then we should 
expect at best to see a continuation of the very lengthy 
approval periods that have been the norm to date for 
index-based ETFs. 

Expert Expectations 

FRC is currently working on a comprehensive study 
of exchange-traded funds. As part of the research 
process, we have spoken to a broad cross-section of ETF 
specialists at the national wirehouses, regional U.S. and 
Canadian brokerages, a specialist trading firm, and the 
American Stock Exchange. These insiders are best 
positioned to evaluate the potential for new product 
developm ent in the highly speculative arena of actively 
managed ETFs. Their opinions are the closest thing 
available to a roadmap for where the ETF industry is 
headed over the next few years and the closest thing we 
have to answers for the critical questions the fund 
industry is asking about the product's potential to 
emerge as a significant threat. 

Nearly all of these experts believe that IB ETFs are a 
significant challenge to traditional index mutual funds, 
but only one-third saw AM ETFs as a significant 
challenge to traditional actively managed mutual funds. 
Those that did believe that the AM version would 
emerge as a meaningful challenge, however, did not see 
it happening for at least two more years. 

Those most involved in monitoring the ETF world do 
not see the first AM ETFs being introduced any time 
soon. The most optimistic 25% don't expect to see these 
products brought to market until late 2001. One-third 
think we will have to wait until 2002. Notably, one-third 
of these experts aren't sure if there really is a need to 
create this class of investment vehicles or else they are 
skeptical that anyone will ever be able to successfully 
engineer them. 

The biggest obstacles identified by this group were 
the same regulatory and technical challenges that 
SEC's Roye has spoken about. Other significant 



obstacles listed were profitability and the need for 
investor education. 

On the IB side, expense ratios are razor thin, 
requiring substantial asset gathering ability to 
generate meaningful profits. Howevjer, if actively 
managed ETFs are offered, they should probably be 
able to avoid the cut- throat margins of their index- 
based predecessors just as they have tjeen able to do 
on the traditional fund side. Nevertheless, there will 
be pressure to meaningfully undercut tjypical expense 
ratios for actively managed funds. 

Even if AM ETFs prove to be a "better mousetrap" on 
paper, it will still take a tremendous amount of 
education to convince investors of ihese benefits. 
Although these instruments should be reasonably 
simple in terms of how they may be bought and sold, 
their structure will undoubtedly be extremely complex. 
Due to this factor, it may take a great deal of time and 
money to bring average investors up to the comfort 
level necessary for them to make a purchase decision. 

Asset Projections i 

Expectations for IB ETF asset growth' over the next 
one, three, and five years are very similar to those for 
AM ETF growth over the same periods, beginning with 
the introduction of the first products in! this new class 
{still two years away). This means that ETFs are 
currently expected to have a much larger percentage 
impact on traditional index funds than upon traditional 
actively managed funds. Although the total dollar 
projections for both classes are roughly equal, actively 
managed funds currently hold ten timejs the assets of 
index funds, so actively managed funds khould feel the 
effects of ETF growth proportionally that much less 
than index funds. 

Over the next five years, asset growth for IB ETFs 
will accelerate moderately in terms of total dollars, but 
will slow in percentage terms to a rangd of 30-50% per 
year. The average projection calls for assets of $201 
billion in five years time, though estimates ranged as 
high as $500 billion. Consensus figures call for IB ETFs 
to capture 27% of total index fund assets by 2005, 
compared to just 8% today. ] 

If AM ETF products can ultimately be brought to 
market by 2002, the average expectation lis for assets to 
grow rapidly during the first year to $5^ billion. Early 
adopters will fuel this growth, transferring assets from 

Actively managed 
exchange-traded funds 
yet to be filed with the 
because nobody has Vet 
been able to figure out 
how to create one. 
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Expert Expectations of ETF Growth Rates | 




Estimated Assets (average) *6iB H32B $2018 




allows some deliberation and planning in response. 



TRENDS ■^^■^^^^^^■H 

FRC believes that over time both classed of ETFs will 
become substantial competitors to traditional mutual 
funds and other investment products. On the IB side, 
this trend is well underway. If a company !sees indexed 
products as a meaningful component ofj its business 
strategy, then the time to begin product development 
efforts in this area is now. However, those firms that are 
committed to an exclusively actively managed 
approach may still have a window of time to monitor 
developments before they need to activelyi pursue their 
own development plans. 

Firms that want to exercise market leadership should 
consider beginning an active research effort now in 
preparation for ETF development down the road. This 
is true even if firms don't see themselved as indexers. 
There is a big learning curve that must be worked 
through with these products. Their creation is far more 
complicated than anything most product jdevelopment 
departments have had to deal with in the past. 

It would be wise for firms to "incubate" la knowledge 
base about how these products are constructed. Begin 
now with even a single index fund, then migrate up to 
an enhanced index fund as the technical difficulties 
with this are worked out (expected by yeat-end). 

When or if the technical and regulatory challenges to 
actively managed ETFs are overcome, firms will then be 
ready to move quickly to capitalize on these 
breakthroughs and have a chance to capture some of the 
first mover premium which these products are likely to 
offer. ♦F*c — Gavin Quill 
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individual equity holdings, a pool of as much as $10 
trillion in assets by 2002, and equity fund holdings, a 
pool of about $4 trillion. 

After that, the challenge of educating the majority of 
investors will take over, causing growth rates to fall to 
the range of 30-50% annually, and bringing total AM 
ETF assets to $244 billion five years out in 2007. Here 
again, estimates ranged as high as $500 billion. 

It should be noted that these forecasts are highly 
speculative and are based far more on educated guesses 
than upon carefully constructed models with reliable 
input parameters. Such is the nature of predicting the 
growth of something that has not yet been invented. 

What Should Fund Companies be Doing? 

Despite the many obstacles that face actively 
managed ETFs, FRC believes it is reasonable to assume 
that the technical problems will eventually be overcome 
and that the regulatory barriers will also eventually be 
surmounted. Today it can take as long as 12-18 months 
for an IB application to pass muster with the SEC, 
despite the fact that the SEC has already approved 30 
products that are substantially similar. 

We expect that the SEC won't wait too much longer 
before it creates new rules that would expedite the 
current application process at least partially, but there 
are no guarantees. Since AM ETFs present a whole 
range of new issues and concerns, these products will 
probably not benefit from any loosening of the case-by- 
case scrutiny that their IB counterparts may eventually 
enjoy. Indeed, it is possible that AM applications will 
not just be delayed, but that they might not receive 
approval at all. 

Can fund companies afford to wait and see how 
things unfold? For many, the answer may be yes. ETFs 
represent more of an evolution than a revolution. The 
difference between the two is time. Evolutionary change 
can be quite substantial, but it unfolds at a pace that 



APPENDIX E: QUESTIONNAIRE FOR EXCHANGES, SPECIALISTS & ANALYSTS 
Survey Design: Financial Research Corporation [ 

This survey instrument was used to structure a series of In-depth face-to-face interviews with leading ETf experts at a 
wide variety of major brokerage firms (national, regional and Canadian), as well as specialist firms, and the American 
Stock Exchange (the world's leading ETF exchange). These interviews were conducted throughout March km. 

1 . Do you think index-based ETF's will be a significant challenge to index funds? How soon? 

a. They already are , £"] 

b. Yes, within a year [ £j 

c. Yes, within three years , JZ} 

d. Probably not □ 

e. Never £j 

2. Do you think actively managed ETF's will be a significant challenge to actively managed ■ mutual 
funds? How soon? 

a. They won't be created □ 

b. Yes, within a year _Q 

c. Yes, within three years □ 

d. Probably not \ £} 

e. Never 

3. What existing businesses do you believe are most challenged by the future growth of ETF's? Vfhich firms? 

1 Examples i j 



a. Regional brokers S_J 

b. Discount brokers LJ 

c. Insurance companies L_l 

d. Banks □ 

e. Internet brokers Q 

f. nstitutional asset managers U 

g. HNW advisors □ 

h. Fee based advisors ' D 

i. Retail fund managers C] 

j. Specialists □ 

k. Index providers (Dow, S&P) □ 

1. OTHER □ 

Comments: ... 
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4. What existing businesses do you believe will benefit the most from the future growth of E|TF's? 
Which firms? j Examples" ___[_ 



a. Exchanges LJ 

b. Wirehouses CH 

c. Regional brokers : J 

d. Discount brokers i. 

e. Insurance companies CD 

f. Banks □ 

g. Internet brokers .Q 



I 



F 



Examples 



h. Institutional asset managers LJ 

i. HNW advisors 

j. Fee based advisors U 

k. Retail fund managers ! 1 

1. Specialists □ 

m.Index providers (Dow, S&P) □ 

n. OTHER □ 

Comments: _ 



5. Will index-based ETF's remain a niche product? 

a. Definitely [ ! 

b. Probably D 

c. No, but they still won't have extremely broad appeal L.J 

d. No, they are likely to take substantial share from index funds D 

6. If actively managed ETF's are offered, how would you rate their potential popularity compjared to 
the future potential of index-based ETF's? 

a. Substantially more popular Ijj 

b. Moderately more Zl 

c. Slightly more _i 

d. About the same Z! 

e. Less popular \Z\ 



7. How would you rate the following assertion: Actively managed ETF's could be the biggest: 
breakthrough for retail fund investors since the creation of fund supermarkets? "I 

a. Definitely 3 

b. Probably tU 

c. Maybe D 

d. Unlikely □ 

e. Definitely not [II 

8. When do you expect to see the first actively managed ETF's? , 

a. By year-end 2000 □ 

b. 2001 — 1st half 

c. 2001 - 2nd half I! 

d. 2002 □ 

e. Never 



9, What new ETF products do you expect to see over the next year from exchanges, brokerages and 
asset managers? 

Comments: . L 



10. What are the biggest obstacles you envision to the future success of ETF's? 

a. Technical 

b. Regulatory 

c. Distributor Cooperation 

d. Profitability 

e. Investor Demand 

f. OTHER 

Comments: _ , 



.[.□ 

. .□ 



11. What percent of future index-based ETF business will be retail vs. institutional? What doiyou expect 
the split to be for actively managed ETF's? 



j Index-Based 



Actively Managed 



a. 0-10% □ ■ 

b. 11-20% □ 

c. 21-30% □ 

d. 31-40% LJ 

e. 41-50% U 

f. 51-60% □ 

g. 61-70% □ 

h. 71-80% □ 

i. >80% U 



□ 
..□ 
. .□ 
..□ 
..□ 
..□ 
..□ 
..□ 



12. Several small fund companies are rolling out their own ETF's. How big a trend do you think this will 
be in the fund industry? 

a. A niche (only a few specialized fund companies) □ 

b. Modest (a few small and a few very large fund families in limited objectives) < .1 j 

c. Substantial (many fund companies in a moderate range of objectives) , ,[J 

d. Huge (most fund companies in a wide range of investment objectives) , £11 

13, Which fund companies are most likely to do so? 



a. Vanguard D 

b. Fidelity □ 

c. Schwab I ] 

d. Putnam D 

e. Janus LJ 

f. Franklin □ 

OTHER (name) 



g. AIM L I 

h. T.Rowe □ 

i. American Cent LJ 

j. MFS □ 

k. American Exp Q 

1. Morg.Stan.DW □ 



m.Oppenheimer ..D 

n. Merrill Lynch □ 

o. Smith Barney .1 1 

p. Prudential 

q. Invesco .LJ 

r. Scudder Kemper j .□ 



14. Which fund companies will it make sense for? 

a. Only the largest players .LJ 

b. Only the big index fund players , 

c. Only those with viable supermarkets \ II j 

d. Most full product line companies L I i 

e. New niche ETF specialists 



15. What are the chances that we might see the creation of an entirely parallel industry to 
One with dozens of ETF families, offering a wide variety of their own actively managed 



funds? 
RTF's? 



a. Highly likely 

b. Reasonably likely .... 

c. Possible, not probable . 

d. Unlikely 

e. Never 



16. Do you expect to see open-end fixed income ETF's? Taxable? Municipal? 



a. Yes, within a year 

b. Yes, within three years . 

c. Not likely 

d. Not necessary 

Comments: 



17. Rate the following groups for their potential level of interest in or benefit from purchasing ETF's 
(index or active) 

1 = Little/No interest; 2 = Small/moderate interest; 3 = Strong interest; 4 = Very Strong | 

a. Portfolio managers 1 

b. Institutions J 

c. Fee based advisors __j 

d. Traditional brokers _. 

e. High net worth individuals 

f. Retail active traders _!_ 

g. Retail buy and hold investors |_ 

h. Fund investors looking for more flexibility | 

i. Individual security buyers looking for simplicity and lower cost | 

18. How much ETF promotional effort (advertising etc.) do you expect to see? Financed by whom? 

Little Moderate Heavy j 



None 



i. Exchanges □ Q LJ D 



b. Sponsors ! ! □ [ J , 

c. Advisors □ □ □ , 

d. Fund Companies [ ] □ □ , 

e. Full Service Brokerages . . .□ □ □ , 

f. Discount Brokerages □ □ □ , 

g. Index Sponsors (Dow, S&P) □ □ □ 



, What annualized growth rate of assets do you expect index-based ETF's will experience over the 
next 1, 3, or 5 years? 



a. 0-10% □ 

b. 11-20% U 

c. 21-30% □ 

d. 31-50% □ 

e. 51-75% □ 

f. 76-100% □ 

g. >100% □ 



..□ 
..□ 
..□ 
..□ 
..□ 

..n 



Years 

■4 

,□ 

□ 



20. Today, index funds are more than ten times as large as index based ETF's (-$350B vs. ~S 
funds control 92% of the combined assets vs. only 8% for ETF's. What percent share do yoi 
index-based ETF's will control in 1 , 3, or 5 years? 



One Year 



Three Years 



a. 8-10% .11 

b. 11-15% □ 

c. 16-20% □ 

d. 21-25% □ 

e. 26-30% Li 

f. 31-40% □ 

g. 41-50% □ 

h. 51-75% □ 

i. >75% □ 



..□ 
..□ 
..□ 

. 

..n 



i). Index 
expect 



21 . With index-based ETF's standing at S32B today, how large do you think they'll grow in the 
years {not including actively managed versions)? 



a. $30-50B U 

b. $51-75B U 

c. S76-100B □ 

d. $10M50B □ 

e. $151-200B U 

f. S201-250B □ 

g. $251-300B U 

h. S301-400B U 

i. $401-500B □ 

j. >$500B n 



'd 
..□ 
..□ 

..1 i 

..□ 
n 
..□ 
..□ 



22. If actively managed ETF's {exchange traded mutual funds) were to be offered today, what percentage 
of equity mutual fund assets do you think they would account for over time? What "market share" 
of total equity mutual fund assets do you expect them to control afterl, 3, or 5 years? Today their 
share is, of course, 0%. 



■D 



a. 0-5% □ 

b. 6-10% U 

c. 11-15% .U 

d. 16-20% □ 

e. 21-25% □ 

f. 26-30% 

g. 31-35% □ 

h. 36-40% I"! 

i. >40% 



..□ 

..□ 
,.□ 
,.□ 
..□ 
. .□ 



23. If actively managed ETF's were to be offered today, how large do you think they will grow 
next few years (not including index based versions)? For context, there is currently $3.7 
actively managed equity mutual fund assets. 



Three Years 



a. $0-10B □ 

b. S11-20B □ 

c. S21-50B □ 

d. S51-100B □ 

e. S101-150B □ 

f. $151-200B □ 

g. S201-300B □ 

h. $301-400B U 

i. $401-500B U 

j. $501-750B □ 

k.$751B-1.0T U 

1. >$1 trillion L..J 



..□ 
..□ 
..□ 
..□ 
..□ 
..□ 
. .□ 



24. Can ETF's provide the necessary level of compensation to the distributing firm and the broker? 

□ 

b. Probably □ 

c. Probably Not □ 

d. No n 



25, How important is the brand name recognition of the underlying index to the success of an index- 
based ETF? 



a. Very important {only the b 

b. Moderately important . . . 

c. Not very important 

d. Not important at all 



I names would interest me) . 



. Are index based ETF's inherently more tax efficient than index funds? 

a. Yes, always 

b. Yes, usually 

c. Not better, but equal 



Comments: 



27. How will index-based ETF's perform if the stock market suffers a one-day crash of 15-20%? 

a. No tracking problem Q 

b. Small, temporary tracking problem CD 

c. Moderate tracking problem _! 

d. Large tracking problem I ] 

Comments: ___ _____ 



I 



_J_.. 



. Since they use a similar arbitrage mechanism, can they be likened to futures which dropped to a 10% 
discount for the S&P 500 on Black Monday October 1987? 
Comments: 



29. How could specialists hedge their risk in an actively managed portfolio? 
Comments: __ „ 



. Do you think there will be a need for a separate exchange for ETF's similar to the CBOE 

a. Yes 

b. No 

c. Maybe 

Comments: . .. 



tor 



options? 

,□ 
.ill 
.□ 
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APPENDIX F: EXCHANGE TRADED FUNDS QUESTIONNAIRE 
FOR BROKERS & PLANNERS 

Survey Design: Financial Research Corporation 

This survey instrument was used to probe the attitudes and expectations of a sample group of pioneering 
financial planners who are already using Exchange Traded Funds in their clients' portfolios. Survey resp 
received throughout March 2000. Section A details how these financial professionals actually use ETFs, 
B probes a subset of the general forecasting questions used in the survey instrument for Exchanges, 
Analysts. To save space, the response selections have been eliminated from Section B, but these questions 
referenced to their counterparts in Appendix E. 

SECTION A: PRACTICE SPECIFIC QUESTIONS 

2. 



1 . Do you currently use index based ETF's? 

a. Yes □ 

b. No □ 



3. If yes, what types of ETF's do you currently use? 



If not, do you expect to use them in tl e future? 

a. Definitely will □ 

b. Probably will ; □ 

c. Maybe will □ 

d. Probably not Q 

e. Definitely not [ ] 



I 



a. SPDRs 

b. MidCap SPDRs 

c. Sector SPDRs 

d. DIAMONDS 

e. Nasdaq-100 

f. WEBS 

g. OTHER (name) 

What types of asset classes, objectives, sectors or indices would you like to see created for 
use in your business? 

a. Dow Sectors ! I 

b. Other S&P Sectors □ 

c. Nasdaq/sectors 

d. Russell/sectors Li 

e. Other Intern'l equity [j 

f. Other U.S. equity □ 

g. U.S. Bond ' □ 

h. International Bond LJ 

i. OTHER 



Specific Names 





































What percent of your clients use ETF's? 

a. 1-10% □ f. 51-60% □ 

b. 11-20% II g. 61-70% U 

c. 21-30% □ h. 71-80% □ 

d. 31-40% □ i. 81-90% .... ED 

e. 41-50% □ j. 91-100% D 



6, What percent of your assets under management are in ETF's? 

a. 1-10% U f. 51-60% □ 

b. 11-20% U g. 61-70% □ 

c. 21-30% Lj h. 71-80% □ 

d. 31-40% U i. 81-90% □ 

e. 41-50% □ j. 91-100% □ 

7, Do you use them purely as trading vehicles or do they form part of a longer-term buy and h 



a. Primarily trading vehicle 

b. Roughly even mix of both 

c. Primarily for buy & hold 

If you were not using ETF's what vehicles would you allocate these assets to? 

a. Primarily index mutual funds 

b. Primarily actively managed fund 

c. Primarily individual securities 

d. A mix of funds and securities 

e. OTHER (name) _ _ 



strategy? 

□ 

□ 

n 



9. How much interest would you have in using actively managed ETF's or exchange traded mutual 
funds in your clients' portfolios? I 

a, Significant interest I ] 

b, Moderate interest jLJ 

c, As a niche product 1 , 

d, Little interest D 

e, No interest D 

10. If interested, how would you use this new type of ETF in your clients' portfolios? 

a. To replace most/all mutual funds 

b. Primarily in place of mutual funds 

c. Primarily in place of individual securities !□ 

d. Primarily in place of index based ETF's Q 

e. To replace a mix of funds & securities □ 

f OTHER (name) L 

11 . Rate the importance of the following ETF features to your business and your clients. 
(1 = not important; 2 = small importance; 3 = moderate importance; 4 - high importance) 



a. Continual pricing 

b. Margin ability 

c. Short sell ability 

d. Low expenses 

e. Tax efficiency 

f. Simplicity 

g. Access to specialized indices , 

h. OTHER 



12. How satisfactory is the compensation available from the sale of ETF's? Could it deter you from using 
these products? 



a. Sufficient (not a deterrent) 

b. Somewhat low {a small deterrent) . . , 

c. Far too low (a significant deterrent) . 



13, How important to you is the brand name recognition of the underlying index in an index-based ETF? 



a. Very important (only the big names would interest me) . 

b. Moderately important 

c. Not very important 

d. Not important at all 



14. Do you want to see the creation of fixed income ETF's? Taxable? Municipal? 



a. Strong interest 

b. Moderate interest 

c. Small interest 

d. No interest 



SECTION B: GENERAL INDUSTRY QUESTIONS 

1 . Do you think index -based ETF's will be a significant challenge to index funds? How soon? 



2. Do you think actively managed ETF's will be a significant challenge to actively managed mutual 
funds? How soon? 



3. What existing businesses do you believe are most challenged by the future growth of ETF's? Which firms? 



4, What existing businesses do you believe will benefit the most from the future growth of El F's? 
Which firms? 



5. Will index-based ETF's remain a niche product? 



6. If actively managed ETF's are offered, how would you rate their potential popularity compared to 
the future potential of index-based ETF's? 



7. How would you rate the following assertion: Actively managed ETF's could be the biggest 
breakthrough for retail fund investors since the creation of fund supermarkets? 



8. What are the biggest obstacles you envision to the future success of ETF's? 



9. Several small fund companies are rolling out their own ETF's.How big a trend do you think this will 
be in the fund industry? 



10. Which fund companies are most likely to do so? 



11. Rate the following groups for their potential level of interest in or benefit from purchasing ETF's 
(index or active) 



12. What annualized growth rate of assets do you expect index-based ETF's will experience over the 
next 1, 3, or 5 years? 



13. Today, index funds are more than ten times as large as index based ETF's (~$350B vs. ~$ 
funds control 92% of the combined assets vs. only 8% for ETF's. What percent share do j 
index-based ETF's will control in 1, 3, or 5 years? 



B) , Index 
i expect 



14. With index-based ETF's standing at $32B today, how large do you think they'll grow in th ; next few 
years (not including actively managed versions)? 



15. If actively managed ETF's (exchange traded mutual funds) were to be offered today, what 
of equity mutual fund assets do you think they would account for over time? What "martet 
of total equity mutual fund assets do you expect them to control after 1, 3, or 5 years? Today 
share is. of course, 0%. 



percentage 
share" 
their 



16. If actively managed ETF's were to be offered today, how large do you think they will grow 
next few years {not including index based versions)? For context, there is currently $3.7 
actively managed equity mutual fund assets. 



APPENDIX G: QUESTIONNAIRE FOR RETAIL ETF PURCHASERS 
& ACTIVE INQUIRERS 



SURVEY DESIGN: FINANCIAL RESEARCH CORPORATION 

This survey instrument was used to probe the attitudes and behaviors of retail investors who have it 
interest in Exchange Traded Funds (defined as personally requesting information about the World Equity IB 
Shares or WEBS). These "early adopters " provide preliminary insights as to how ETFs may be used by retail in 
in the future. Not all participants have chosen to purchase an ETF, but those who did not can still be considered active 
or informed inquirers, and thus differentiated from the general retail investing public which is generally o naware of the 
features and benefits of ETFs. Telephone survey responses were conducted from May 9-11, Z 

1. Have you ever purchased an Exchange Traded Fund such as a Spider, Diamond, Cube or 

a. Yes □ (Ask Questions 2. 3, 4B, 5B, 6B, 7 & 8) 

b. No □ (Ask Questions 3, 4A, 5A & 6A) 

2. If so, which type of Exchange Traded Fund have you purchased? 

a. Spider (S&P 500) □ 

b. Diamond (Dow 30) LI 

c. Cube (Nasdaq 100/QQQ) □ 

d. Web □ 

e. MidCap Spider □ 

f. Sector Spider □ 

g. Other Eli 



Which countries?™ 



3. On a scale from 1-4, how important to you are the following benefits offered by Exchange Traded Funds? 
(1 = small/ no importance; 2 = moderate importance; 3 = high importance; 4 = very high importance) 

a. They are priced continuously throughout the day, as opposed to traditional mutual funds which 
are only priced once at the end of the day. Score = 

b. They have much lower expense ratios than most actively managed mutual funds, and a 
lower than many index mutual funds. Score = — 

c. They are substantially more tax-efficient than most actively managed mutual funds, an^i are even 
more tax-efficient than many index mutual funds. Score = 

d. They offer more flexibility in terms of trading and taxes than traditional mutual funds. 
Score = 

e. They offer roughly the same trading and tax benefits as individual stocks, but also offer the 
diversification of traditional mutual funds. Score = 

f. They allow you to buy an entire market sector with only one trade. Score = 

g. They allow you to invest in market sectors and market indices that traditional mutual l[unds do 
not offer. Score = 

4A. For those who have not purchased an ETF: 

How interested are you in purchasing an Exchange Traded Fund in the future? 



a. Little/No Interest . . . 

b. Somewhat Interested 

c. Very Interested 

d. Extremely interested . 



4B. For those who have purchased an ETF: 

How interested are you in purchasing other Exchange Traded Funds in the future? (not counting the 
trading of the ETFs you currently own) 

5A. For those who have not purchased an ETF: 



If you were to purchase an Exchange Traded Fund in the future, which of the following 
might you replace or forgo because of this purchase? (Check more than one if applicable) 

a. Individual stocks 

b. Index mutual funds 

c. U.S. Sector mutual funds 

d. U.S. Actively managed non-sector mutual funds 

e. International country or regional funds 

f. Unit Investment Trusts (UITs) 

g. Closed-end Funds 

h. None 



investments 



5B. For those who have purchased an ETF: 



When you purchase Exchange Traded Funds, which of the following investments do you Replace or 
forgo because of these purchases? (Check more than one if applicable) 



a. Individual stocks 

b. Index mutual funds 

c. U.S, Sector mutual funds 

d. U.S. Actively managed non-sector mutual funds 

e. International country or regional funds 

f. Unit Investment Trusts (UITs) 

g. Closed-end Funds 

h. None 



6A. For those who have not purchased an ETF: 

If you were to purchase an Exchange Traded Fund, what is the primary channel through Which you 
would make the purchase? 



a. Discount brokerage 

b. Full service brokerage 

c. Internet brokerage 

d. Bank brokerage 

e. Fee based financial planner . 



6B. For those who have purchased an ETF: 

What is the primary channel through which you prefer to purchase Exchange Traded Funds? 



7. For those who have purchased an ETF: 



What percent of your total equity 
in Exchange Traded Funds? 

a. 1-10% □ 

b. 11-20% □ 

c. 21-30% U 

d. 31-40% U 

e. 41-50% □ 



s (stock mutual funds & individual stocks) have you invested 



f. 51-60% □ 

g. 61-70% □ 

h. 71-80% □ 

i. 81-90% □ 

j. 91-100% □ 



8. For those who have purchased an ETF: 

Do you use your Exchange Traded Funds primarily as trading vehicles or do they form part of a 
longer-term buy and hold strategy? 



a. Primarily as a trading vehicle . 

b. Roughly even mix of both 

c. Primarily for buy & hold 



This .. it'll. '• V,- blank 




APPENDIX H: EXCHANGE TRADED INDEX FUND STUDY 



GENERAL RETAIL INVESTORS - "PROSPECT" POPULATION 



SURVEY DESIGN: FINANCIAL RESEARCH CORPORATION & MARKET FACTS INC. 
Tills survey instrument was used for FRC by Market Facts, a leading provider of custom marketing resei 
the awareness of the general retail investing public concerning Exchange Traded Funds and their attributes, 
expected at this early stage in their development, ETFs are still not well known by the overwhelming ma ority of 
investors. However, this questionnaire highlights the attitudes of these qualified "prospective" investors foward the 
various features and benefits that ETFs offer, in order to rate how important these characteristics 
in influencing future purchase decisions. 

Surveys were conducted by telephone from April 7-9th, 2000. More than 2000 households welre included. 
After screening, more than 800 qualified respondents were identified. Qualified respondents (were those 
most responsible in their households for making investment decisions. 

1 . Who in your household is most responsible for making investment decisions? Would yoi 
(READ LIST. ENTER SINGLE RESPONSE.) 

You are 1 

You share responsibility with someone else, or 2 

Someone else is responsible 3 

(DO NOT READ} I Don't know X | (TERMINATE) 

I Refused R 

2. Do you or does anyone in your household have ... (INSERT)? (DO NOT RANDOMIZE.) 



An employer sponsored retirement plan 
like a 401 (k) (FOUR-OH-ONE-KAY) or 

a 403(b)(FOUR-OH~THREE-BEE) 

An investment such as a mutual fund, stocks 
or bonds, an IRA, or an annuity that is outside 
of an employer-sponsored retirement plan . 



Don't 
Know 



ASK QUESTION 3 IF "YES" TO "AN INVESTMENT SUCH AS A MUTUAL 

STOCKS OR BONDS, AN IRA, OR AN ANNUITY THAT IS OUTSIDE 
OF AN EMPLOYER-SPONSORED RETIREMENT PLAN" IN Q. 2; 
OTHERWISE, TERMINATE. 



3. Do you or does anyone in your household have . . . (INSERT)? (DO NOT RANDOMIZE.) 



Yes 

A full service brokerage account 1 

A discount brokerage account 1 

An Internet trading account 1 



Don't 
Know 



1 



149 



Which of the following ranges best describes the value of your household's total ii 
include CD's, mutual funds, stocks, bonds, and IRA's, but NOT any investments you have 
estate, business ventures or any assets in employer-sponsored retirement plans lik 
403 (b) . {READ LIST, ENTER SINGLE RESPONSE.) 

Under $25,000 1 

$25,000 to less than $50,000 2 

$50,000 to less than $100,000 3 

$100,000 to less than $250,000 4 

$250,000 to less than $500,000, or 5 

$500,000 or more 6 

(DO NOT READ) I (Don't know X 

I (Refused R 

Now please tell me how familiar you are with a new investment product called Exchange 
Index Funds. Some of the better-known names for these funds are Spiders, Diamonds. 
Webs. Would you say that... (READ LIST)? 

You currently own one of these funds 6 

You owned one of these funds in the past, 

but don't currently own one 5 

You have never owned one of these funds, 

but are very familiar with them 4 

You have never owned one of these funds, 

but are moderately familiar with them 3 

You have never owned one of these funds, 

but are slighdy familiar with them, or 2 

You have never heard of them 1 

(DO NOT READ) [Don't know X 

R 



(INTERVIEWER NOTE: READ LIST OF FEATURES ALL THE WAY THROUGH. FOR 
CLARITY, SAY THE NUMBER OF THE FEATURE BEFORE EACH. FOR EXAMPLL, 
"ONE, ARE PRICED CONTINUOUSLY "TWO, HAVE MUCH LOWER ETC.) 



Exchange Traded Index Funds are essentially index mutual funds that trade like stocks. 1 
offer a number of potential benefits compared to both individual stocks and traditional n 
First, I am going to read you a list of these features. As I read the list to you, please think 
important each feature might be in your potential decision to purchase an Exchange Tradec 
Fund instead of individual stocks or a traditional mutual fund. Here is the list of features 



Please 
in real 



se funds 
ual funds. 
Dut how 
Index 



1. Are priced continuously throughout the day. as opposed to traditional mutual funds 
only priced once at the end of the day. 

2. Have much lower expense ratios than most actively managed mutual funds, and are 
than many index mutual funds. 

3. Are substantially more tax-efficient than most actively managed mutual funds, and 
more tax-efficient than many index mutual funds. 

4. Offer more flexibility in terms of trading and taxes than traditional mutual funds, 

5. Offer roughly the same trading and tax benefits as individual stocks, but also offer t 
diversification of traditional mutual funds, 

6. Allow you to buy an entire market sector with only one trade. 

7. Allow you to invest in market sectors and market indices that traditional mutual funds do not offer. 

Now, for each feature I read back to you, please tell me whether it would be a Primary Reason, a Minor 
Reason, or Would Not Be a Factor in your potential decision to purchase an Exchange Traded Index 
Fund instead of individual stocks or a traditional mutual fund. 

(First/ next), consider that Exchange Traded Index Funds ... (INSERT AND RANDOMIZE T 
you say that this would be ... (READ LIST. REPEAT SCALE AS NECESSARY. ENTER Stt 
RESPONSE FOR EACH ITEM.) 

(CONTINUED FROM QU. 6.) 

(ITEMS:) 

Are priced continuously throughout the day, as opposed to traditional mutual funds which ata only 
priced once at the end of the day. 

Have much lower expense ratios than most actively managed mutual funds, and are even lo\jver than 
most index mutual funds. 

Are substantially more tax-efficient than most actively managed mutual funds, and are even 
efficient than most index mutual funds. 

Offer more flexibility in terms of trading and taxes than traditional mutual funds. 

Offer roughly the same trading and tax benefits as individual stocks, but also offer the diversification of 
traditional mutual funds. 

Allow you to buy an entire market sector with only one trade. 

Allow you to invest in market sectors and market indices that traditional mutual funds do net 

A primary reason to purchase 3 

A minor reason to purchase, or 2 

Would not be a factor in your decision 1 

(DO NOT READ) I Don't know X 

I Refused R 



^^E- ' FU ! URl OF EXCHANGE. TRADED* F lJK'DS 



7. Based on the descriptions you have heard , how interested would you say you are in purchasing an Exchange 
Traded Index Fund in the future? Would you say you are .. . (READ LIST. ENTER SINGLE RESF ONSE.) 

Extremely interested 4 

Very interested 3 

Somewhat interested, or 2 

Not at all interested 1 

(DO NOT READ) I Don't know X | (SKIP TO jDEMOS) 

I Refused R 

8. If you were to purchase an Exchange Traded Index Fund in the future, which of the following 
investments might you replace or forego because you were purchasing an Exchange Traded I: idex Fund? 

Do you think you might replace or forego buying (INSERT ITEM) in order to purchase an E 
Traded Index Fund? (DO NOT READ LIST. ENTER SINGLE RESPONSE FOR EACH ITEIyl. DO NOT 
RANDOMIZE ITEMS.) 



Yes No 

Individual stocks 1 2 

Index mutual funds 1 2 

Sector mutual funds 1 2 

Actively managed non-sector mutual funds 1 2 



Don't 
Know 

X 

X 

X 



TeleNation Methodology 

An Overview 

SAMPLE 

Each week TeleNation completes 3 national telephone surveys. Each survey (wave of TeleNatilon) 
consists of a minimum of 1,000 interviews with adults 18 years of age or older; 480 males and 5 
females. TeleNation uses a single-stage, random digit-dial (RDD) sample technique to select each sample 
from all available residential telephone numbers in the contiguous United States. This nonclu: tered 
approach insures true random selection among all telephone numbers and provides a truly in dependent 
sample for each wave. Up to three attempts are made on the selected telephone numbers. 

INTERVIEW 

TeleNation interviews are conducted over a 3-day period via Market Facts' CATI network in its National 
Telephone Centers. TeleNation employs AUTOQUEST", Market Facts' computer assisted telephoi 
interviewing system, to conduct telephone interviews. This CATI software insures consistent execution of 
the questionnaire and efficient sample management. The interview, itself, consists of non-com Deting 
clientspecific questions and a shared set of standard demographic questions. TeleNation provides 
transitional phrases between survey segments to insure smooth interview flow. 



Refused 
R 
R 
R 



TABULATION 



sighted 



n between 



TeleNation survey results are tabulated by two standard demographic banners. 

A. GENDER, AGE, INCOME, MARITAL STATUS, CHILD IN HOUSEHOLD 

B. REGION, RACE. EDUCATION, EMPLOYMENT STATUS, PRIMARY GROCERY SHOPPER, 
HOME OWNERSHIP 

TeleNation's standard data tabulations are provided in a weighted format, The data are wei 
individual multidimensional basis to give appropriate representation of the interaction 
demographic factors. The multidimensional array covers gender, within age, within household 
within the four National Census Regions, resulting in 160 different cells. The current Populatii 
from the U.S. Census Bureau is used to determine the weighting targets for each of these 1 

Market Facts Inc., was founded in 1946 and is one of the leading U.S. providers of custom marketing 
research. Market Facts' Financial Services Practice (FSP) provides value added primary and 
research to the investment, banking and insurance industries. The Financial Services Practice 
in brand equity, customer retention, segmentation and advertising tracking research. Using 
of Market Facts, FSP marries traditional marketing research quality with insights that come 
industry specialization. In addition, FSP applies distinctive tools in researching specialized populations 
such as high net worth individuals and Internet users. 



on an 
various 
income 
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g th ; resources 
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Financial Research Corporation is the premier provider of competitive market research and 
analytic services to the mutual fund industry. For fourteen years, our firm has resp mded to 
the needs of the marketing professional for complete, accurate, and timely market information. 
We have also provided the tools to effectively use this information to build more piofitable 
marketing programs. 

Since the founding of FRC, the mutual fund industry has grown dramatically. But with growth 
has come an increasingly competitive and challenging marketplace. Just keeping pace with the 
explosion of new products, pricing options, distribution channels, and competitors has become 
a costly and time-consuming effort. To help in this effort, and in the many other challenges 
facing mutual fund marketing departments, FRC has developed innovative and un: que 
products tailored to meet the growing needs of fund marketers. 

• FRC was the first firm to offer a mutual fund database specifically designed for n-house use 
by the marketing professional. Today this database, the ACCESS/FRC system, remains the 
most comprehensive available, combining the resources of Standard & Poors MicropaL 
Morningstar, and the ICI. 

■ Complementing the database is the Market Analyst report. This hardcopy quarterly 
provides a complete update on the fund marketplace including unique in-depth profiles of 
leading fund distributors — an analysis unavailable from any other source. 

• For the most insightful examination of the latest industry trends, the FRC Moni or offers a 
monthly executive review. With its concise but thorough analysis, the FRC Mon: tor is an 
effective way for the fund executive to stay informed. 

• In addition to database products and subscription reports, FRC provides a full range of 
Consulting Services covering issues from product development to strategic positioning. 
These services draw on PRC's substantial information resources, as well as our years of 
experience in working closely with senior marketing professionals across the inc ustry. 

FRC provides its services to more than 100 leading fund distributors, banks, industiy 
consultants, and service organizations, including firms representing all fund distribution 
channels. We are proud of our past success and our reputation, and we remain com rutted to 
providing our growing list of clients with information and services of the highest quality that 
will keep them well positioned for growth in the mutual fund industry. 



VIEWS ON THE NEWS 

This weekly e-mail summarizes the most relevant mutual fund industry news 
appearing in print or on the Internet, including our assessment of the deeper 
implications associated with each article. 

MARKET ANALYST 

The most comprehensive, yet easily accessible review of the mutual fund industry 
and marketplace. An indispensable resource for fund marketing professionals featuring 
profiles of 100 leading firms. 



CONSULTING SERVICES 



I 



A potent and cost-effective means of leveraging in-house efforts for marketing 
departments to deal effectively with the proliferation of new products, pricing 
alternatives, distribution channels, and promotional programs. | 

ACCESS/FRC 

Analytical tool tracking over 10,000 funds in more than 650 complexes. These monthly 
updates convert raw data into useful marketing information. 

FRC MONITOR 

FRC's monthly executive research journal on key issues in strategic planning and 
product development. 

ADVERTISING EFFECTIVENESS REVIEW 
The only research available that enables you to measure the impact of advertising on 
sales to determine if your ad dollars are as productive as those spent by your peers. 

MANAGEMENT PRESENTATIONS 

Customized in-person reviews of product and distribution trends. 



For more information on any FRC product or service, please call 
Deb Wetherbee at 617-557-3325, or e-mail frcsales@frcnet.com. 

Also, please visit our website at www.frcnet.com. 



sCJAL RESEARCH CORPORATION 



RECENT RES EARCH STUDIES 

1. Creating a "Best in Class" Family of Products —Volume One 
2000 Sub-advised Mutual Fund Report 

Oiaraeterizes the nature of the subadvised marketplace. Who are the largest users of subadvisory services? 
Who are the fastest growing subadvisors? Which subadvisors deliver the best investment performance for a 
particular asset class? 

2. Standing Out in a Crowded Marketplace — Retail Brand Strength for Industry Leaders 

(with Market Facts Inc.) 

A primer on the mechanics of branding, this nezo study will enable fund groups to determine whether tl 
brand is actually making an impact with investors. The study provides a comprehensive understanding of 
consumers' awareness of, preferences for and commitment to specific mutual fund brands. 

3. Waves Across the Atlantic — Predicting Trends in the European Fund Industry 

(with Sector Analysis Ltd.) 
Compares fund development in the US to that in Europe. Is the US a good model for Europe? How for behind 
ike US is Europe? 

4. Winning in an Uncertain World — Volume One: Distribution Costs & Strategies for 
Mutual Funds (with PriceWaterhouseCoopers) 

77n's first of its kind study provides comprehensive data and interpretation of the business models and costs 
associated with successful mutual fund sales and marketing. 

5. Creating a "Best in Class" Family of Products — Volume Two 
Sub-advised Variable Annuity Report 

The industry's first comprehensive report that analyzes the rapid rise in external investment manager use 
in variable annuity products. 

6. Predicting Mutual Fund Performance 

A thought-provoking study that critically evaluates eight commonly used mutual fund selection screens. If 
past performance is not correlated to future performance, then what is? 

7. Examining Trends in the RIA Marketplace 

Offers critical market intelligence to financial services' providers seeking to build loyalty and effectively 
target this often elusive and frequently misunderstood constituency. 

New studies coming in 2000 

• Distribution Costs & Strategies for the Canadian Fund Industry 

• Distribution Costs & Strategies for Variable Annuities (Winning Volume II) 

• Wholesaling Costs & Strategies — New Models for Success 

• "No Taxation Without Liquidation" — The Future of Tax Managed Funds 
» Intermediary Brand Strength — Standing Out in a Crowded Marketplace Volume II 

For more information or to order a copy of these studies, please contact Deb Wetherbee at 6{l7-557-3325. 
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The need for meaningful fund information to guide 
investment choices has never been greater. Upper, the 
leading provider of fund intelligence, has introduced a new 
suite of global selection tools - the Upper Leaders - 
designed to guide investors in selecting funds best suited 
to their investment style and goals. 

Upper Leaders is an investor-focused scoring system that 
helps investors and their advisors select funds that ere 
relevant to their own personal investment objectives, 
such as consistency of return or preservation of capital. 
Lipper has five distinct Lipper Leader metrics for evaluating 
funds: Total Return, Consistent Return, Preservation, 
Tax Efficiency, and Expense. 

For more information on Lipper Leaders, and to view the 
latest list of leading funds, please visit our website at 
http://www.lipperweb.com/st/octJI.htrnl 



HORIZON. For a free 30-day trial go to www.lipperhorizon.com 
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The Future Is Now: 
The AMEX's Solution To The Active ETF Riddle 

• In this, the last of a two-part series on actively managed 
exchange-traded funds (ETFs), we summarize a speech gijen 
recently by Tony Baker (Managing Director, New Product 
Development at the American Stock Exchange) to Lipper'n 
Client Advisory Council. Mr. Baker's speech describes the 
benefits of actively managed ETFs for both fund companies 
and investors and offers the AMEX's solution to the a 

MichaelPorter of active ETFs. 

Senior Research Analyst 

Upper, New York • With the exception of the recently launched streetTRACKS 

Gold Shares (GLD), a fundamental characteristic of existing 
ETFs traded in the U.S. is that they are based on specific 

domestic or foreign market indices. An index-based ETF seeks to track the performance o. 

an index by holding in its portfolio either the contents of the index or a representative sample 

of the securities in the index. 

• Recently, the concept of an actively managed ETF has attracted significant attention, eve n 
though many of the details regarding the potential operations of actively managed ETFs ark 
still being developed. Unlike an index-based ETF, an actively managed ETF does not haw 
objective of tracking the return of a particular index by replicating or sampling index 
securities. Instead, an actively managed ETF's investment advisor can select securities 
consistent with the ETF's investment objectives and policies without reference to the 
composition of an index. 



The following is a summary of Tony Baker's speech. 
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Slide 1 

Growth In U.S. Assets & Volume 
Amex ETFs & HOLDRS 




Equities Buttons ETFs 



The growing interest in ETFs is one of the notable developments in the area of 
investment management over the past few years. 

As illustrated in Slide 1 ETFs are one of the fastest growing financial products in the 1 

The industry has surpassed $200 billion (through October 2004) in total assets in just 
over ten years, while trading volumes have expanded rapidly. 
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Slide 2 



Actively Managed ETFs - Benefits 




Source: AM EX 



• Actively managed ETFs offer an alternative way for fund companies to distribute theii 
products. For example, ETFs can be sold by any broker. 

• ETFs allow mutual funds to enjoy cost savings through the securities-processing 
bfrasrructure, reaping enormous economies of scale. Specifically, transfer agency and 
shareholder costs can drop dramatically because of the existence of effectively only orje 
shareholder, the Depository Trust Company (DTC). The in-kind redemption/creation 
feature of ETFs permits further cost efficiencies. 

• ETFs also offer the potential for distributing products globally. The AMEX has worked 
with foreign exchanges to cross-list ETF products. This means a fund company 
potentially will be able to list its ETFs on foreign markets. The foreign version of the 
ETF fund would not have to be "cloned." Of course, the fund company would remain 
responsible for the sales and distribution aspects of a foreign listing. 

• The AMEX would also like to list options on actively managed ETFs. This would give 
investors more flexibility in tailoring their portfolios according to their risk/retum 
objectives. The fond company need not lose assets as a result. 



Leading Fund Intelligence Page3ol 

This report is for individual and internal use only. It may not be reproduced or transmitted in whole or in part by any means, 
electronic, mechanical, photocopying, or otherwise without Lipper's prior written approval. 



i 



# Upper Research S 



LIPPER 



Fundlndustry Insight R 
December 6, 



Actively Managed ETFs - Challenges 

▼3 Basic Requirements 

▼Publish estimated value every 15 sees. 

▼SEC & market requirement 
▼Specialists must be able to hedge inventory 

▼Facilitates tight bid-ask spread 
▼Creation/Redemption process that works 
▼ Full disclosure not required 
▼Works, but not necessary 
▼Key insight: only enoug h information needed 

YUI'KICAX 

S I 1 )1 k i aciu m i: < 



<$JV AUI'HIC 

si ni k i vein 

Equities Oplioos 



Slide 3 lists some of the challenges facing actively managed ETFs. They include the need 
to publish intra-day net asset values every 15 seconds to give the markets a notion of the 
fair value of the portfolio on a continuing basis. 

Another requirement is the ability of specialists, and market makers in general, to hedg< 
their inventory throughout the day. 

Finally, there needs to be a creation/redemption process that works for actively managed 
ETFs. 

In the opinion of the AMEX full disclosure of the portfolio is not necessarily required. 
What is necessary is to supply enough information so the market can trade the actively 
managed ETF at a fair price and within reasonable spreads. 
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Actively Managed ETFs - Solution 

fPateitsPendiiifl) 




Source: AMEX 



• This slide is an overview of the AMEX solution to the question: "How can the fund 
company satisfy the requirement to provide sufficient information about the portfolio 
without disclosing the actual holdings?" 

• Using a proprietary modeling process, the AMEX can take the fund's actual holdings, , 
then extract enough information to describe the portfolio's risk characteristics on a daily 
basis so that another portfolio (ITV) can be constructed. The IIV portfolio, which would 
be published, is designed to closely mimic the intra-day movement of the actual fund and 
permit market-making. At the same time the HV portfolio is constructed so it cannot be 
used to replicate the actual portfolio of the fund. 
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Risk Model Test - 
Simulated Active Portfolios 



▼ Random portfolios generated 

▼ Large-Cap, Mid-Cap, Small-Cap 

▼ Growth, Value, Blend 
- SO to 100 stocks 

▼ Max of 10% daily turnover of Fund holdings 

▼ Difference between IIV and the value of acl 
Portfolio holdings compared at 10 minute 
intervals during 2001. 

▼ UseS&P500ei 



AMI- Hi (IAN 

slink iaiiumj; 

Equities Optio/is ETFs 



In order to evaluate the accuracy of this process, the AMEX ran tests using simulated I 
active portfolios. Portfolio constraints included the number of stotks (50 to 100) and a 
maximum daily turnover of 10% of fund holdings. 

The differences between the ITV portfolio and the value of the actual portfolio holdings 
were then compared at ten-minute intervals during 200 1 . 
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Model Results - Simulated Portl olio 



1/4/01 -12/2S/01 
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Equities Options ETFs 



Slide 6 depicts the results of one of these tests, using the S&P SOC) as the selection 
universe for the random portfolios. 

As shown in the slide the average tracking error was a mere 1.6 bisis points. The 
standard deviation was only 20 basis points. Specialists with who n the AMEX has 
shared this information indicate they are comfortable making markets to accommodate 
this range of tracking error and variance. 
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Model Results - Simulated Portfolio 

10/3/2001 



WPI 




3.92% 


CNC 






TXU 




2.96% 


APC 






TGT 


Target Corp. 


2.81% 


APA 


Apache Corp. 0 




IMNX 


Imrnunex Corp, 


2.67% 


SPA 


Sciendfic-Atlswa 0 




AHC 




2.S3% 


EOG 


EOG Resources 0 




CA 




2.37% 


BR 


Burlington Resources 0 


83'/. 


EDS 


Elec. Data Systems 


2.32% 


RXY 


Adolph Coots 0 


81% 


ED 


Consolidated Edksoo 


2.21% 


VZ 






PLP 


Phillips Petroleum 


Z2l% 


BUD 


Anheuser-Busch 0 


78% 


CSX 


CSX Corp. 


2.17% 


KMG 


Km-McGee 0 


76% 




Total; 


26.16% 




Total: 8 


69% 



|Tut J ]#ofHoldlags:84 



| Total # of Holdings: 4 
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• Can one "reverse engineer" the actual portfolio based on knowledge of the HV portfolio ' 
As shown in Slide 7, which compares the top-ten holdings of botrj the IIV and the actual 
portfolio, there is not one overlap. In short, there is no analytical d>r statistical meai 
reconstruct the actual fund holdings, given knowledge of the ITV portfolio. 
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Model Results - Simulated Portfolio 

As of 1/29/02 




IMS HeaJtb Icq. 



1.82% 
1.53% 
134% 

Clear OiannelConW 1.15% 
Avon Products Inc, 1.11% 
WW Grainger lac \ 1.08% 
Sysco Corp 
Harley-Davidsonlhe 0.97% 
Maytag Corp 
McDonald's Corp 
Totab 



Total#ofHoidiiig?:75 

AMERICAN 

s tock |-\cm\(,i: 

Equities Options ETFs 



Total* of Hold «gs: 432 



0.94% 



11.83% 



Source: AMEX ; ( 

On one testing day (January 29, 2002) there happened to be two stock overlaps: IMS j 
Health Inc. and McDonald's Corp. Nevertheless, knowing only the contents of thelW 
portfolio but not the contents of the actual portfolio does not allow one to reconstruct the 
actual portfolio. Note that the IIV portfolio had 432 holdings conjpared with 75 in the 
actual portfolio. 

i 
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Model Results - Simulated Portfo 

1/30/02, 1 Min. Intervals 


in 
111 
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10 



Source: AMEX 

Slide 9 shows the performance of the two portfolios. As can be sebi there is a very high 
correlation between the two portfolios as well as a low tracking eiror. The tight tracking 
is especially noteworthy given that the IIV portfolio contained 432 positions compared) 
with 75 positions in the actual fund. 1 i 
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Slide 10 



Actively Managed ETFs - Hedgi 
Process 




Source: AMEX 



Slide 10 provides an overview of how a specialist firm might go about determining its I 
hedge. Specialists, of course, are free to use whatever hedge instruments they wish, based 
on the risk characteristics of the UV portfolio and their own anaMical processes. In i 
effect, they are hedging the underlying fund without any knowledge of its actual 
holdings. 



I 
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Actively Managed ETFs - 
Example 



Hedging 



rUse 1/29/02 Sample Portfolio 
r Hedge Instruments Universe 

▼ 4 ETFs 

▼SPDR, S&P MMCap, QQQ, 

▼ 80 Largest Holdings from HV 
rCan go long or short 

rUse risk model from 1/29/02 
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The purpose of Slide 1 1 is to illustrate the process by which specialists might create a 1 
hedge portfolio for the active ETF using the same January 29, 20Q2 portfolio. 

In this example the hedge universe consists of four index-based EtTFs and the 80 largest 
holdings in the IIV portfolio. The hedge portfolio is permitted to to long and/or short. | 
The risk characteristics of the actual portfolio as of January 29, 2ty02, are known. 
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Hedging Example 



Top 10 Holdings in Portfolio 

Symbol Nunc Weight 
[MS HeaMi Idc 186%, 
McDonald's Corp 2.68% 
2.59% 




Total* of Holdings: 75 



AMKMOAN 

Minhi \ ( ;ii \\u 



Total* of Homings: 39 



Source: AMEX 

Under the conditions outlined above a "hedge portfolio" was conitracted. Slide 12 shows 
a comparison of the top-ten holdings of the hedged portfolio andlhe fund itself. Two 
things are important First, the hedged portfolio was constructed Asing only 39 of the 400- 
plus stocks contained in the DV portfolio. Second, the vast majority (almost 78%) of the 
hedged position consisted of market-like instruments (index-basep ETFs). 
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Hedging Example - Pricing Comparison 

1/30/02,11! 




fife 



AMERICAN 
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Equities Options ETFs 



Source: AMEX 



Slide 13 depicts the tracking of the actual portfolio, the HV portfolio, and the hedge 
portfolio. It can be seen that, as expected, the hedge portfolio did [lot track as closely as 
the HV portfolio but was nonetheless quite accurate, with a standard deviation of only 7 
basis points. Further, there were no observations outside of 13 ba^is points on the upside 
and 19 basis points on the downside. 

The point is that specialists can build effective hedges without kn wledge of the actual! 
fund itself. As a result they will be able to quote spreads on activt ETFs to the 
marketplace that are reasonable, although these will nonetheless t e wider than spreads | 
for domestic index-based ETFs. 
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Creation/Redemption Alternatives 

Pros Cons 




Factor 
Basket 



No ch*»ge from coment 
No disclosure 


Largest impact <M 
Frictiowl COvU 


risk 


Minimizes bedbug issues 


40 Act issues 




Flexibility 

Minimize portfolio risk 
limited disclosure 
Tax rfScieBcy 


Complex 

Must define daily 




MaxiMon flexibility 
Limited disclosure 
Tax efficiency 


Complex 

Most defiae daily 
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Slide 14 shows the alternative ways the actively managed ETT creation/redemption 
process can be accomplished, as well as the pros and cons associated with each. 

The first three-cash, benchmark ETFs, and defined portfolios-arej the most realistic 
methods for creation and redemption issues relating to actively managed ETFs. The 
fourth method-the factor basket, wherein the basket is specified ajs a set of characteristics 
rather than a set of securities-is far less practical than the other thjree alternatives. A 
factor basket involves a process that is unlikely to be used because of its complexity. 
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Actively Managed ETFs - Summary 



benel its 



r Active ETF provides significant 
r Challenges overcome with AMEX 
r Testing show excellent results 
r Structured as separate fund or share 



solition 



r Next growth phase in ETFs set to begin 



AMERICAN 
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• Actively managed ETFs are not expected to e- 



for all investors. Rather, an actively managed ETF should be 
alternative to a traditional mutual fund. 



ditiohal mut 
viewed as a 



complementary 



Actively managed ETFs, like index-based ETFs, are not subject ti the same market- 
timing abuses as traditional mutual fund shares. ETF shares are available to be traded 
throughout the day in the marketplace. But such trading activity will not have the samei 
direct impact on the fund or fund shareholders as active trading irj traditional mutual fund 
shares, since trading in the ETF will take place on the secondary market-not directly with 
the fund. Late-trading abuses are also extremely unlikely with actively managed ETFs j 

Actively managed ETFs provide benefits to investors and issuing companies alike. An 
actively managed ETF would provide investors and their advisors! a greater degree of 
flexibility in tailoring their portfolios to more closely match their desired risk/retum 
objectives. This is accomplished through multiple order types (eig., limit and stop-loss 
orders), options (e.g., the ability to write calls or buy puts on the fund without having to 
sell the fund), short-selling, and buying on margin. 

For the fund company actively managed ETFs offer many advantages, including a new 
distribution channel, significant cost savings, and potential growth in assets. 
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The AMEX-cuirently the largest ETF listing venue in the world-4xpec1s the actively 
managed ETF marketplace to grow rapidly once the first ETFs 
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When the investment terrain becomes treacherous, the keV is to re 
stay focused on the path in front of you. Upper's Research Series can help, with i 



timely, insightful, and independent analysis of the mutual 
research reports can help you make tough asset-alli 
that can grow your practice, and explain market i 
can understand. 



landscape. Upper's 
decisions, anticipate trends 
ways that your clients 



Lipper's global research team has more than 275 years of botlective fund industry 
experience, and no firm provides more irhdepth analysis of mutual funds and the asset 
management industry. Our objective analyses span the gltjbe, providing regional 
coverage of fund markets worldwide. We provide research on over 1 1 5,000 funds 
domiciled in 45 countries with assets in excess of US$10 jriliion. 

Stay up to date on key f und-industry issues, economics, nrjancet conditions, fund 
flows, and performance with Lipper's Research Series. 

To receive immediate email notification of these timely research reports, please visit 
our web page at http://wwwJipperwcb.com/gt/oct_rs.ptml. You can pick and 
choose which reports you'd like to receive, specify country, language, and frequency 
— or search for reports written by Lipper's research analysts. Your contact informjation 
will not be sold or redistributed, and you can change your Upper report profile at 
anytime. 

Let Upper help you navigate your course towards successj. 
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Published in the Wall Street Journal, page D3, January 11, 2005 



DJ GETTING PERSONAL: Amex Has Blueprint For Active ETFs 

By Tara Siegel Bernard 

A Dow Jones Newswires Column 

NEW YORK (Dow Jones)-The next generation of exchange-traded funds 
- which will track an investment managers' top picks as opposed to those 
in an index - are still being hammered out, but their architects are still 
hopeful they could start trading this year. 

Most exchange-traded funds, or ETFs, resemble index-tracking mutual 
funds but trade on an exchange like stocks. They are much easier to 
build because all indexes can essentially be modeled off of the same 
blueprint. An actively managed ETF is an entirely new paradigm, much 
like the first commodity-tracking ETF in the U.S. - gold - that began 
trading in November after taking two years to gain regulatory approval. 

The main hurdle to constructing actively managed ETFs has to do with 
overcoming issues of transparency. With index-tracking ETFs, investors 
know exactly what" s inside and, therefore, how shares should be valued. 
But if active managers bare their holdings, there's the potential for 
problems like front-running and free-riding, where investors can simply 
mirror the strategies of a manager while ETF investors pay the fees. 

The American Stock Exchange says it has developed one way to 
overcome those issues: dont reveal the underlying holdings of the 
actively managed ETF, but instead construct a tracking portfolio with the 
same risk characteristics. The portfolio's "intraday indicative value" would 
closely track the actual fund and would be published every 15 seconds, 
just like with index-based ETFs. The tracking portfolio would enable 
professional ETF traders like specialists and market-makers to hedge their 
positions, Amex executives said. 

"Full disclosure isn't necessarily required. What is necessary is enough 
information so the market can trade the actively managed ETF at a fair 
price and within reasonable spreads," said Tony Baker, managing director 
of the ETF Marketplace at the American Stock Exchange, who added that 
the spreads will inevitably be somewhat wider than domestic index-based 
ETFs akin to the QQQQs. 'The intent is that the market makers and 
specialists would use it as a substitute for knowing the actual fund 
holdings." 

The Amex has tested the process and said there is a very small tracking 
error between the tracking and actual portfolios. Executives also contend 
that the actual portfolio can't be engineered on the basis of knowing 
what" s in the tracking portfolio. 



These active ETFs would potentially share many of the widely touted 
benefits of index-based ETFs, though, like the relationship between 
traditional mutual funds and index funds, they probably wouldn't be quite 
as cheap or tax-efficient. 

"There is the opportunity for some tax efficiency gain (versus traditional 
mutual funds) but a lot of it depends on the specific fund and how the 
creation-redemption process is implemented," said Clifford J. Weber, 
senior vice president of the Amex ETF Marketplace. 

The mechanism through which ETF shares are created and redeemed is a 
key characteristic of ETFs, helping boost their tax efficiency versus 
traditional mutual funds. It also keeps transaction costs dramatically 
lower. While retail investors buy and sell their ETF shares on an 
exchange, bypassing the fund, ETF shares are created and redeemed 
when market-makers make in-kind transactions. They can exchange ETF 
shares for the underlying securities or vice versa. As such, there's no 
taxable transaction for the fund. 

That contrasts greatly with regular mutual funds, which typically receive 
cash from investors and then buy stocks for the fund. When many 
shareholders cash out, they often sell stocks to raise the cash, potentially 
creating capital gains that must be distributed to shareholders. 

However, in order for an active ETF to remain tax efficient and have low 
transaction costs, the ETF's underlying holdings must have holdings in 
common with those in the creation-redemption process, says Gary 
Gastineau, an ETF consultant in Summit, N J. 

"If there is no relationship between the creation-redemption basket and 
the fund portfolios, you are eliminating the advantages of the ETF," he 
said. 

So when might these active ETFs actually come to pass? It's hard to 
estimate since they first have to pass muster with the Securities and 
Exchange Commission. The American Stock Exchange is working with 
investment companies on two versions: one where the actively managed 
portfolio is fully disclosed, and one, as described earlier, where it is not. 

The Amex has said it's working with a recently formed advisory firm 
teamed with a larger institution on the active ETFs where the portfolio is 
disclosed. That firm was expected to file an application with the SEC for 
four such funds by the fourth quarter of last year, but the preparation 
process took longer than expected. It's now expected to file within the 
next several months, while the products where holdings are shrouded 
behind a model portfolio are expected to file an application within the 
next six months. 



(Tara Siegel Bernard is one of four Getting Personal columnists who write 
about personal-finance issues ranging from new tax proposals to 
education-funding strategies to estate planning.) 

-By Tara Siegel Bernard, Dow Jones Newswires; 201-938-5288; 
tara.siegel@dowjones.com 
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